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Bank’s Photostats— What Kinds Are Admissible 
in Evidence 


A bank’s photostatic copies of commercial paper and other 
documents passing through its hands are ordinarily classifiable 
as in the nature of hearsay evidence. Moreover, another diffi- 
culty in the way of their admission in evidence is the so-called 
“best evidence rule” which requires that the party offering the 
photostatie copy first explain the absence of the original docu- 
ment (the best evidence). A well recognized exception to 
the hearsay rule are records and entries prepared in the regular 
course of business. Thus bankers may almost invariably suc- 
ceed in introducing in evidence photostactic covies regularly 
prepared of commercial instruments and documents, and the 
“hest evidence rule” is satisfied when banker makes a showing 
that the original instrument is no longer obtainable by him. 

Tn the instant case the question was whether banker could 
introduce in evidence a photostatic copy of a letter from a de- 
nositor revoking an agent’s authority to draw checks, where 
it appeared that banker did not ordinarily make photostatic 
copies of such letters. 

Williams had been authorized by Coleman to draw checks 
on the latter’s account with banker. Coleman notified banker 
by letter that checks drawn by Williams were to be no longer 
honored, but banker through oversight paid several checks 
thereafter drawn by Williams. Banker’s surety brought suit 
against Williams for money had and received. At the trial 
there was no question that banker could reeover if it could 
show that Williams was not in fact authorized to draw on the 
Coleman account. The original letter from Coleman termina- 


187 





138 THE BANKING LAW JOURNAL 


ting William’s authority had been lost and to prove this point 
banker relied on a photostatic copy of the letter which had been 
apparently prepared by banker’s vice president after the dis- 
covery of the mistaken payment of the checks. The court held 
that the photostat was admissible although one judge disagreed 
on the theorv that there was not an adequate accounting for 
the original letter and that the letter was not the kind of docu- 
ment ordinarily photostated in the regular course of business. 

The decision illustrates how banker by extending his 
recular photostating practice to documents other than com- 
mercial naner passing through his hands may better protect 
himself from archaic rules of evidence. Williams v. American 
Suretu Co., Court of Appeals of Georgia. 62 S. EK. Rep. (2d) 
673. The opinion of the court is as follows: 


WORRILL, J.—This is an action by American Surety Company 
against Sid Williams to recover the amount paid by the Fulton Na- 
tional Bank of Atlanta on two checks drawn and cashed by the defend- 
ant. The petition alleged, and the admissions of the defendant and 
the evidence introduced on the trial of the case tended to show that 
Williams had drawn two checks on the account of Maurice C. Coleman 
and Associates with the bank, and had cashed the checks by depositing 
them to his personal account with the Trust Company of Georgia; 
that the Trust Company of Georgia had forwarded the two checks 
in the regular course of business to the Fulton National Bank which 
paid them although it had received notice apparently terminating the 
authority of Williams to sign checks on the account of Coleman and 
Associates. There was also evidence tending to show that on or about 
the 29th day of March, 1948, Maurice Coleman had written the bank 
a letter directing that after that date it honor checks on his account 
only when signed by himself and one other named person; that em- 
ployees of the bank noted this letter, but apparently overlooked it 
when the checks drawn by Williams came in, and through this over- 
sight paid them; that demand was made on Williams to repay the sum 
but that he refused, and the bank had assigned its rights in the matter 
to the plaintiff, American Surety Company. The case was tried in 
the Civil Court of Fulton County by a judge thereof who after hearing 
evidence rendered a judgment for the plaintiff for $656.80, the amount 
of the two checks, plus interest from April 7, 1948. The defendant 
made a motion for a new trial on the general grounds and on six 
special grounds which was overruled, and he excepted. The assign- 
ment of error in this court in the main bill of exceptions complains 
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only of the ruling on the motion for a new trial. In a cross bill of 
exceptions, the plaintiff assigns error on exceptions pendente lite to 
the order of the court sustaining the general demurrer to the second 
count of the petition. 


1. Ground 4 of the amended motion for a new trial complains 
because the court admitted, over defendant’s objection that it was not 
the highest and best evidence and that the original had not been satis- 
factorily accounted for, a photostatic copy of the letter written by 
Coleman to the Fulton National Bank notifying the bank of the 
limitation or termination of Williams’ authority to sign checks. Ga. 
Laws 1950, page 73, Section 1, provides: “That any photostatic or 
microphotographic or photographic reproduction of any original 
writing or record which may be or has been made in the regular course 
of business to preserve permanently by such reproduction the writing 
or record shall be admissible in evidence in any proceeding in any 
court of this State, and in any proceeding before any Board, Bureau, 
Department, Commission or Agency of the State, in lieu of and without 
accounting for the original of such writing or record... .” W. F. 
Talley who was sworn as a witness for the plaintiff testified that he was 
Assistant Vice President of the bank, that he received the original of 
the letter from Coleman, that in handling the case the bank made a 
photostat of the original letter for their attorneys in order to 
keep the original letter in their files, that the original letter had 
been misplaced and they were unable to locate it, that as far as 
he knew the original was still in the bank’s files, but that he could not 
locate it and that the photostat was made in the regular course of 
business, that he recalled seeing the original letter and that the photo- 
static copy sought to be introduced was a copy of the original. Con- 
ceding, but not holding, that despite the Act of February 7, 1950, 
quoted above, the evidence sought to be introduced in this case was 
secondary evidence, it is settled that whether the showing made to 
admit secondary documentary evidence and to account for the original 
writing is sufficient is within the sound discretion of the trial judge, 
and that his decision in this regard will not be disturbed by this Court 
unless that discretion is manifestly abused. Electric Paint & Varnish 
Co. v. Lunsford, 58 Ga. App. 270(4), 198 S. E. 277; Wilson-Weesner- 
Wilkinson Co. v. Collier, 62 Ga. App. 457(4), 8 S. E. 2d 171; Brooks 
v. State, 63 Ga. App. 575(2), 11 S. E. 2d 688; Goette v. Carlyle, 68 
Ga. App. 288 (4), 22'S. E. 2d 854. In view of the testimony of Talley 
regarding the attempts to locate the original of this letter and the 
fact that he testified that he had seen the original and knew that the 
photostatic copy introduced was a true copy made in the course of 
business, the trial court did not err in permitting the copy to be 
introduced in evidence. 
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2. Ground 5 of the motion for a new trial assigns error on the 
refusal of the court to exclude the testimony of the witness, Talley, 
that upon the receipt of the letter referred to above he had the bank’s 
records changed, that he gave the letter to his secretary and said to 
her “Go right to the bookkeepers and tell both of them, in addition to 
the head bookkeeper, not to honor any more checks signed by Sid 
Williams” ; that when he received the letter he gave instructions that 
no more checks signed by Sid Williams were to be paid and charged 
to Coleman’s account. ‘This was objected to by the defendant on the 
ground that “conversations between Mr. Talley and third persons, not 
in defendant’s presence, were not admissible, same being hearsay in 
so far as defendant was concerned.” ‘This ground of the motion is 
without merit. Hearsay evidence is that which rests upon the truth 
and veracity of other persons not subject to cross examination on 
the trial. Code, § 38-301. Clearly, the evidence of Talley as to what 
he told some third person about the letter or as to instructions given 
to such third person can best be testified to by Talley himself. The 
credibility of this testimony rests on his veracity alone. He was not 
testifying to what some other person said to him or to facts related 
to him by some other person out of defendant’s presence. Such evi- 
dence was not hearsay nor was it subject to the objection that it was a 
conversation had with third persons out of the defendant’s presence. 


3. The sixth ground of the amended motion complains because the 
court refused to direct a verdict for the defendant after the plaintifi’s 
evidence had closed. It is well settled in this State that it is never 
error to refuse to direct a verdict. Pearl Assurance Co. v. Nichols, 
73 Ga. App. 452(1), 37 S. E. 2d 227, and cases cited therein. 


Grounds 7, 8 and 9 of the amended motion for a new trial com- 
plain of the refusal of the court to permit the defendant to introduce 
in evidence a copy of the contract between Coleman and himself, and 
of the refusal of the court to permit the defendant to testify as to this 
contract and that under it Coleman owed him certain sums as unpaid 
salary for which the two checks in question were written, and of the 
refusal of the court to permit the defendant’s attorney to testify as to 
the knowledge of the plaintiff and its agents of the defendant’s claims 
and contentions in regard to the salary owed him by Coleman. In 
connection with these assignments of error, the defendant contends 
that when he cashed the checks and the Fulton National Bank paid 
them in due course that he received the money as the agent of 
Coleman and applied the monies so received to the cancellation of the 
indebtedness of back salary due him by Coleman. 


This contention and these grounds of the motion for a new trial 
are without merit. As we see it there is no question of agency involved 





IE ih isnt si UNA ane 





PRE inns easement nnn e 


THE BANKING LAW JOURNAL 141 


here. Williams received the money as an individual and not as the 
agent of anyone. Furthermore, when a bank receives the funds of its 
depositors it becomes the debtor of such depositors and its primary 
duty as such is to pay such funds out only on the order of the de- 
positors. Atlanta National Bank v. Burke, 81 Ga. 597, 599, 600, 7 
S. E. 788, 2 L. R. A. 96; Georgia Railroad & Banking Co. v. Love and 
Goodwill Society, 85 Ga. 293, 297, 11S. E. 616. If it pays funds 
on any other order it pays its own funds and where it shows that such 
payment was made through a mistake or as the result of someone’s 
fraud, it is entitled to recover such payment in an action for money 
had and received. As we view the record in this case the sole question for 
the court, sitting as judge and jury to decide, in view of the admissions 
made in the answer, was whether or not the defendant, when he drew 
the checks on the account of Coleman had actual authority to do so. 
The bank had no authority to pay funds out of Coleman’s account 
except upon the order of some person duly authorized by Coleman 
to draw thereon, and the fact that the defendant may have been 
a creditor of Coleman does not change this rule. In this light, then 
the defenses sought to be introduced by the defendant by this evidence 
and excluded by the court, as complained of in grounds 7, 8 and 9 of 
the amended motion for a new trial, were not available to the defendant 
in this action, and the trial court did not err in excluding this evidence 
and in thereafter overruling these grounds of the motion for a new 
trial. 

5. The evidence authorized the verdict, and no error of law ap- 
pearing, the trial court did not err in overruling the motion for a new 
trial on the general grounds. 


This case was considered by the whole court as provided by the act 
approved March 8, 1945, Ga. Laws 1945, p. 282. 


Judgment affirmed on main bill of exceptions. Cross bill of ex- 
ceptions dismissed. 


SUTTON, C. J., MacINTYRE, P. J., and GARDNER and 
TOWNSEND, JJ., concur. 


FELTON, J., dissents. 


FELTON, Judge (dissenting)—It does not appear as a matter 
of law or from the evidence that the letter to the bank notifying it of 
the revocation of Williams’ authority was one of the kinds of instru- 
ments which are customarily photostated by banks in the due course 
of business for the purpose of the transaction of business in per- 
manently preseroing the records and there was no sufficient accounting 
for the original of the letter to authorize the admission of a photostatic 
copy in evidence. (Ital. added. Ed.) 
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Liability of Collecting Bank to Drawer Where Forgery 
of Drawer’s Signature 


Where drawer’s signature on a check is forged and the 
instrument clears through a collecting bank it is of course well 
settled that drawee bank: is liable to the drawer, but that drawee 
may recover over from the collecting bank on the latter’s en- 
dorsement. The collecting bank’s only remedy is against the 
forger if he can be found. 

In the present case drawer did not discover the forgery 
until his rights against the drawee bank were apparently barred 
by the statute of limitations. Drawer therefore brought suit 
directly against the collecting bank. It is apparently the rule 
in Kansas, Texas, Iowa and Illinois that such a suit may be 
maintained by the drawer against the collecting bank on a 
theory of a conversion of the check or its proceeds or for money 
had and received by the collecting bank for the drawer. In 
Pennsylvania and New York it is settled that such a suit may 
not be maintained. The California court concluded that the 
sounder view was that of the latter states and held that the 
collecting bank was not liable on any theory to the drawer 
whose signature was forged. California Mill Supply Corp. v. 
Bank of America National Trust & Savings Association, 
Supreme Court of California, 228 Pac. Rep. (2d) 849. The 
opinion of the court is as follows: 


SPENCE, J.—Plaintiff is the drawer of a series of checks which 
it had issued upon the fraudulent representations of one of its em- 
ployees. Defendant, Bank of America National Trust and Savings 
Association, is the collecting bank which had cashed and endorsed said 
checks, with a guarantee of prior endorsements, and had collected 
thereon from the drawee bank, which in turn had charged said checks 
to plaintiff’s account. Plaintiff did not discover the fraud of its 
employee for more than a year after the payment by the drawee bank 
of the last check of the series, at which time its right of action, if any, 
against the drawee bank was barred by the statute of limitations. 
(Code Civ. Proc., § 340, subd. 3.) Plaintiff then brought this action 
seeking to recover directly against defendant as the collecting bank 
and the endorser of said checks. Upon a trial by the court, the find- 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) $581. 
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ings and judgment were in favor of defendant, and plaintiff has ap- 
pealed. 

There is no dispute concerning the facts. The dishonest employee 
was in charge of plaintiff’s purchasing department. He was responsible 
for the pricing and purchasing of junk material, which was purchased 
for processing by plaintiff. He was also responsible for the making 
of advances to so-called credit dealers. He had no authority to sign 
checks, but he was charged with the duty of preparing invoices, re- 
ceipt tickets, and the like, as well as preparing the accompanying check 
forms for signature by one of plaintiff's authorized officers. The 
fraudulent transactions, involving eight checks, occurred between July 
5, 1944, and May 12, 1945. These checks were drawn upon the 
Security-First National Bank of Los Angeles and were duly signed 
by one of plaintiff’s authorized officers upon the fraudulent representa- 
tion by the dishonest employee that they represented bona fide trans- 
actions with existing persons or entities named as payees. None of 
said checks was delivered to the named payee by said employee, whose 
purpose in each instance was to obtain the proceeds of the check 
through fraudulent means. As to seven of the checks, the endorse- 
ments of the named payees were forged. As to the eighth check, which 
was made payable to “Benicia Arsenal,” the employee caused it to be 
altered after it had been drawn, by changing the named payee to “S. 
Oster, c/o Benicia Arsenal.” This latter check was then endorsed 
by S. Oster, an existing person, and negotiated. In each instance, the 
name of the payee appearing upon the check when signed by plaintiff’s 
authorized officer was the name of a real party with whom plaintiff had 
previously had business dealings. 

Plaintiffs complaint set forth three causes of action with respect 
to each check, with the exception of the one which was made payable 
to “Benicia Arsenal” and was then altered, as to which latter check the 
first alleged cause of action was not pleaded. Plaintiff’s alleged causes 
of action were based: (1) upon the theory of an express contractual 
obligation to plaintiff resulting from defendant’s endorsement and 
guarantee of prior endorsements; (2) upon the theory of defendant’s 
conversion of the sums collected by defendant from the drawee bank; 
and (3) upon the theory of money had and received for the use and 
benefit of plaintiff. Defendant denied all liability and alleged certain 
separate defenses, including (1) that the checks were payable to 
“fictitious persons” and were never delivered to any payee; that each 
was negotiated to defendant for value without any knowledge by de- 
fendant of any infirmity; (2) that the employee prepared the checks 
within the scope of his employment, with knowledge that the named 
payees were not entitled to payment and with intent to forge the payees’ 
names; that each was negotiated to defendant for value and received 
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by defendant without knowledge of any defense, and without negligence 
on the part of defendant. The trial court found these separate de- 
fenses to be true and entered judgment that plaintiff take nothing by 
its action. 


Turning first to the consideration of the seven checks upon which 
the endorsements were forged, the question presented is whether the 
drawer of a check may proceed directly against the collecting bank 
under the circumstances above set forth. In this connection, the 
parties discuss the claimed “fictitious” status of the payee in the light 
of the decision reached in Metropolitan Life Insurance Co. v. San 
Francisco Bank, 58 Cal. App. 2d 528, 1386 P. 2d 853. In line with 
the legal principles involved and discussed in the cited case, we are 
of the opinion that plaintiff may not prevail here, and that the trial 
court correctly so concluded. 


Preliminary, it must be noted that these checks were not payable 
to bearer as the governing law was construed in Security-First Nat. 
Bank of Los Angeles v. Bank of America, 22 Cal. 2d 154, 187 P. 2d 
452. In that case, as here, a dishonest employee was authorized to 
prepare checks for signature by a designated corporate officer. He 
presented checks purporting to be supported by proper “debit slips” 
from the accounting department and drawn to the order of an actual 
person, who, in fact, knew nothing of the transactions and had no 
interest in the proceeds thereof. Under section 3090, subdivision (3), 
of the Civil Code, as it then stood, an instrument was payable to bearer 
when “. . . payable to the order of a fictitious or nonexisting person, 
and such fact was known to the person making it so payable... .” 
While recognizing the settled rule that a payee may be an “actual 
person” and nevertheless regarded as a “fictitious payee” where “it is 
not intended that the person named on [the] face [of the check] have 
any interest in it,” 22 Cal. 2d at page 157, 137 P. 2d at page 453, 
it was held that the checks there in question were not “bearer” paper 
because the signing officer—“the person making [the checks] payable” 
—did not know of the fiction and it was his knowledge, as the person 
authorized to sign, rather than that of the person authorized to pre- 
pare, that governed the character of the instruments within the purport 
of the cited code section 22 Cal. 2d at page 158, 137 P. 2d at page 454. 


In 1945 the legislature amended sub-division (3) of section 3090 
of the Civil Code to provide that an instrument is payable to bearer 
“when .. . payable to the order of a fictitious or nonexisting or living 
person not intended to have any interest in it and such fact was known 
to the person making it so payable or known to his employee or other 
agent who supplies the name of such payee.” (Emphasis added.) How- 
ever, the transactions here involved occurred prior to the quoted 
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amendment, and as the applicable section theretofore stood and was 
construed in Security-First Nat. Bank v. Bank of America [1948], 
supra, the checks in question were not bearer paper. It is not disputed 
that plaintiff herein had a cause of action against the drawee bank for 
the amount of its loss, Los Angeles Inv. Co. v. Home Sav. Bank, 180 
Cal. 601, 604, 182 P. 293; Union Tool Co. v. Farmers & Merchants’ 
Nat. Bank, 192 Cal. 40, 46, 218 P. 424, but apparently no such suit 
was brought in view of the effective bar of the one-year period of the 
statute of limitations above mentioned. (Code Civ Proc., § 340, subd. 
3). The present action was commenced against defendant, the col- 
lecting bank, a little more than a year after the date of the last 
forgery committed by plaintiff’s employee. 


As premise for denial of its direct liability to plaintiff, defendant 
relies heavily upon Metropolitan Life Ins. Co. v. San Francisco Bank, 
supra, 58 Cal. App. 2d 528, 136 P. 2d 853. There the appeal arose 
from a judgment of dismissal following the sustaining of the demurrer 
of the collecting bank to the amended complaint of the drawer. By 
its pleading, plaintiff alleged that it had been induced, through the 
fraud of an employee “who had no authority himself to issue checks 
on [its] bank account, to draw and issue checks .. . payable to various 
‘fictitious persons not known to plaintiff to be fictitious persons and 
having no interest whatsoever in or to any part of the proceeds of 
said checks’”; that the employee fraudulently secured possession of 
the checks and endorsed “the name of the fictitious payee”; that “The 
San Francisco Bank [defendant collecting bank ]” cashed the checks 
for the employee, guaranteed all prior endorsements and then “pre- 
sented” the checks to plaintiff’s bank [the drawee], “which paid each 
check and in turn debited the amount thereof to the bank account of 
plaintiff.” 58 Cal. App. 2d at page 530, 136 P. 2d at page 854. It was 
conceded that under these allegations the checks were not payable to 
bearer (Civ. Code, § 3090, subd. (3), as it stood prior to the 1945 
amendment, supra), and that the one-year period of limitations 
barred “an action by plaintiff, as a depositor, against [the drawee] 
bank for the payment of checks that bore forged endorsements.” 58 
Cal. App. 2d at page 531, 136 P. 2d at page 854; Code Civ. Proc., 
§ 340, subd. 3. 

Plaintiff on the appeal urged that it was entitled to recover from 
the collecting bank upon either a contractual or a conversion theory. 
After noting that “plaintiff, as drawer, was entitled to recover against 
the . . . drawee [bank] upon the general contractual obligation of the 
latter to plaintiff as its depositor . .. [and] that in the event that 
plaintiff, as drawer, had recovered against the . . . drawee [bank], 
the latter would have been entitled to recover against the. . . collecting 
bank, upon the written guarantee of the prior endorsement,” it was 
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there said in 58 Cal. App. 2d at pages 532 and 533, 136 P. 2d at 
page 855 that “no authority” could be found “in this state, however, 
for permitting the plaintiff, as drawer, to recover directly against 
. . . the collecting bank upon any theory, contractual or otherwise” 
and that “there [was] respectable authority in other jurisdictions 
indicating that” such recovery could not be had, citing Land Title 
& Trust Co. v. Northwestern Nat. Bank, 196 Pa. 230, 46 A. 420; 
General Fire Assur. Co. of Paris v. State Bank, 177 App. Div. 745, 
164 N. Y. S. 871; Fidelity & Guaranty Fire Corp. v. Marine Midland 
Trust Co., 162 Misc. 12, 293 N. Y. S. 519. While the payees in the 
cited cases were existing rather than non-existing persons, with the 
checks drawn to their order upon the mistaken belief, by reason of 
the fraud practiced upon the drawer, that the actual payments repre- 
sented by the checks were in fact due to the named payees, the precise 
character of the payees was not deemed significant. So the “Land- 
Title case” is quoted 46 A. 422, as follows, 58 Cal. App. 2d at page 
533, 186 P. 2d at page 855: “Between the bank and the trust com- 
pany, as the drawer of the check, no relation, contractual or otherwise, 
existed. The drawer of a check cannot maintain an action against 
one who collects it on a forged endorsement from the bank on which 
it was drawn, although the bank paying the check may. The remedy 
of the drawer is against the bank which pays his check, and the bank’s 
remedy is against the person to whom it paid. The liability of the 
party collecting the check arises from his implied warranty of the 
endorsement. This liability is founded on contract, and not on negli- 
gence, and it exists, if at all, whether there was negligence or not.” 


Specifically, it was held in the Metropolitan Life Ins. Co. case: (1) 
That “no contractual obligation arises in favor of the drawer upon 
the guarantee of the collecting bank of the validity of the forged en- 
dorsement of the signature of the fictitious payee” 58 Cal. App. 2d 
at page 533, 136 P. 2d at page 855, emphasis added; (2) that the 
“checks were not payable to any one . . . were not negotiable instru- 
ments ... were not... of any value to any one” and so could not be 
the subject of an “action for conversion” 58 Cal. App. 2d at page 534, 
136 P. 2d at page 856, emphasis added; and (3) there could be no 
action for conversion of “plaintiff’s money” because “the relationship” 
between the bank and plaintiff was “that of debtor and creditor” and 
“title” to the funds “deposited by plaintiff . . . passed immediately to 
[the] bank,” which “paid out its own money [on the checks] and not 
that of plaintiff.” 58 Cal. App. 2d at page 534, 136 P. 2d at page 
856, emphasis added. 

Plaintiff here argues that the rationale of the Metropolitan Life 
Ins. Co. case does not extend to the present situation where the checks 
were made payable to actual persons with whom plaintiff had business 
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dealings rather than to “fictitious and non-existing” persons. But 
such factual difference does not appear to be a valid distinction with 
respect to checks allegedly made payable to “fictitious persons not 
known to plaintiff to be fictitious persons and having no interest what- 
soever in or to any part of the proceeds of said checks.” Such 
language comprehends in its essential aspects the present situation 
involving the absence of any right in the named payee to the proceeds 
of the check; and whether such payee be an existing or an non-existing 
person, there should be no difference in the applicable law as to the 
liability between the parties in this action. In either event, insofar 
as the drawer’s true obligation to the payee was concerned, he had no 
existence as an actual payee to whom money was due, and except for 
the fraud practiced upon the drawer, it was not intended that such 
payee should have an interest in the check. As so analyzed the Metro- 
politan case is strikingly similar on its determinative facts to those 
here involved. There, as here, the checks were made payable to 
fictitious creditors, with the signing officer unaware of the fiction and 
fiction and intending the checks to be payable to real persons “having 
[an] interest ...in... the proceeds of said checks”; there, as here, 
the dishonest employee did not intend the named payees to receive the 
checks and no delivery was made of them; there, as here, the collecting 
bank cashed the checks on forged endorsements and then received pay- 
ment thereon from the drawee bank upon presentation with its guar- 
antee of all prior endorsements; and there, as here, the statute of 
limitations had run in bar of plaintiff’s maintenance of an action 
against the drawee bank for the recovery of its loss. 

Plaintiff argues that an action such as this has been sustained in 
various jurisdictions 7 Am. Jur. § 594, p. 481; 9 C. J. S., Banks and 
Banking, § 356, p. 738, though on different theories—as for money had 
and received by the collecting bank for the use and benefit of the drawer, 
by virtue of an implied contract, e.g. Railroad Building, Loan & Sav- 
ings Ass’n v. Bankers Mortgage Co., 142 Kan. 564, 51 P. 2d 61; 
United States Fidelity & Guaranty Co. v. First National Bank of El 
Paso, Tex. Civ. App., 93 S. W. 2d 562; Washington Mechanics” Sav. 
Bank v. District Title Ins. Co., 62 App. D. C. 194, 65 F. 2d 827; for 
conversion of the check and its proceeds from the rightful owner, the 
drawer, e.g. Home Indemnity Co. of N. Y. v. State Bank of Fort Dodge, 
233 Iowa 103, 8 N. W. 2d 757; Sidles Co. v. Pioneer Valley Savings 
Bank, 233 Iowa 1057, 8 N. W. 2d 794; Gustin-Bacon Mfg. Co. v. First 
National Bank, 306 Ill. 179, 187 N. E. 793; or for avoidance of a 
multiplicity of actions in settling a three-cornered controversy, in that 
as between the drawer, the collecting bank and the drawee, the collect- 
ing bank must ultimately bear the loss, so the drawer should be al- 
lowed to proceed directly against it (see 836 Harvard Law Rev. 879). 











148 THE BANKING LAW JOURNAL 


With respect to this latter premise of direct action, it, of eourse, does 
not prevail here in that plaintiff’s right of action against the drawee 
bank is concededly barred by the one-year period of the statute of 
limitations. (Code Civ. Proc., § 340, subd. 3), as was likewise the fact 
in the Metropolitan case as above mentioned. While it is true that 
there is a “hopeless conflict” in the authorities on the subject, as noted 
in the Metropolitan case, nevertheless the reasoning of the latter de- 
cision, in holding that the drawer had no right of direct action against 
the collecting bank for its loss on checks bearing forged endorsements, 
appears to represent the sounder view, and we conclude that such 
reasoning is likewise applicable here. See Zollman, Banks and Banking, 
Perm. Ed. § 4263; § 4264, note, 1945 Cumulative Pocket Part. 

In the case of the check made payable to “Benicia Arsenal” and 
then altered to read “S. Oster, c/o Benicia Arsenal,” a different situa- 
tion is presented. Such check was actually endorsed by S. Oster, the 
person appearing by the alteration to be the named payee, and de- 
posited with defendant; and the latter in turn presented it for payment 
to the drawee bank. Plaintiff’s bank account was then debited for the 
amount of the check. Defendant’s guarantee of all prior endorsements 
corresponded with the true facts in that the endorsement in question 
was actually written by the person appearing as the named payee. 
While the negotiation of the check was wrongful, plaintiff had no cause 
of action against defendant for its loss as the result of the perfidy of 
its own employee. Insofar as the essential considerations between plain- 
tiff and defendant are concerned, this check likewise represented a pay- 
ment to a fictitious creditor and as such, one “having no interest what- 
soever in or to any part of the proceeds” within the principles discussed 
in the case of Metropolitan Life Ins. Co. v. San Francisco Bank, supra, 
58 Cal. App. 2d 528, 136 P. 2d 854. 


The judgment is affirmed. 


GIBSON, C. J., and SHENK, EDMONDS, CARTER and TRAY- 
NOR, JJ., concur. 


SCHAUER, Justice—I concur in the judgment and, generally, in 
the reasoning upon which it is based. I would prefer however to 
frankly recognize that Security-First Nat. Bank of Los Angeles v. 
Bank of America (1943), 22 Cal. 2d 154, 187 P. 2d 452, was 
erroneously decided, and to overrule it, for the reasons stated in the 
dissenting opinion of Mr. Justice Shenk. (Id., 22 Cal. 2d at page 161, 
et seq., 137 P. 2d at page 458). 
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F. D. I. C. Assessment: Inclusion of “Dealer Reserves” 
in Deposit Balances 





Industrial Bank of St. Louis v. Federal Deposit Insurance Corp., 
United States District Court, Missouri, 93 Fed. Supp. 916 





The plaintiff bank sued the Federal Deposit Insurance Corpora- 
tion for a declaratory judgment construing the Federal Deposit In- 
surance Corporation Act. It was held: 


(a) Banking corporation created as a result of reorganization of 
old bank and assuming the latter’s liabilities and purchasing its assets 
was not a new bank within terms of Act for purposes of assessments 
thereunder. 

(b) Dealer reserves, held by bank as security for dealer's tume 
paper were special deposits in usual course of business and must be 
ee in bank’s deposit balances for purposes of assessment under 
t ct. 


HARPER, J.—The plaintiff, a banking corporation, brought this de- 
claratory judgment, seeking a construction of Title 12 U.S. C. A. § 264, 
as amended, being the Federal Deposit Insurance Corporation Act, here- 
inafter referred to as the Act. The complaint is in two counts. In the 
first count construction of the Act was sought to determine whether the 
plaintiff should be required to pay an assessment for the insurance of its 
deposits for the period from July 1, 1946, to December 31, 1946, and if 
required to pay such assessment whether it should be required to include 
among its average daily deposits for the first 31 days of its operation the 
deposit liabilities assumed from the Industrial Bank & Trust Company. 

In the second count construction of said Act was sought to determine 
whether “dealer reserves” were required to be included among average 
daily deposit balances for assessment purposes. 





NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §536. 
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The plaintiff, a Missouri banking corporation, was granted a charter 
in June of 1946. Prior to that time an application had been made with 
the defendant for membership, which application was approved on July 
9, 1946, effective as of July 1, 1946. Plaintiff opened for business on July 
1, 1946. The Industrial Bank & Trust Company (hereinafter called 
Trust Company), predecessor of the plaintiff here, was insured by the 
defendant under the Act from January 1, 1934, until its insured status 
was terminated on July 5, 1946. Prior to July 5, 1946, the defendant had 
repeatedly requested the Trust Company to separate its banking activi- 
ties from its holding company activities. The Trust Company devised 
a plan for the separation which called for the creation of a new bank 
(plaintiff). The defendant advised the Trust Company that it would be 
necessary for the new bank to make application for membership with 
the defendant, and such application was made. The application was in- 
formally approved after the defendant was assured that the plaintiff 
would not acquire any corporate stock of any description as assets. Be- 
fore the plan was put into effect all of the holding activities of the Trust 
Company, consisting of stock in various corporations, which on April 2, 
1946, were carried on the books of the Trust Company at a value of $1,- 
828,000, were partially liquidated and their valuation reduced from $1,- 
828,000 to $204,000. After this reduction in value, which was accom- 
plished by retiring some of the stock through partial liquidation, the re- 
maining stock was sold to the Industrial Credit Corporation, which was 
owned by the Trust Company, so that at the time the plan was put into 
operation the holding activities of the Trust Company consisted solely 
of the stock of the Industrial Credit Corporation. 


The plan was essentially as follows: “The Trust Company was to 
cause a new state bank to be organized under the banking laws of Mis- 
souri, with the Trust Company acquiring all capital stock of the new 
bank except directors’ qualifying shares. The Trust Company was to 
sell to the new bank all of the assets of the Trust Company except the 
stock of the Industrial Credit Corporation. The new bank was to pay 
$1 for such assets, plus its assumption of all liabilities of the Trust Com- 
pany, including deposit liabilities. The Trust Company was to organize 
a new business corporation under the Missouri statutes, paying up the 
capital of the new corporation in property consisting of the capital stock 
of the new bank, plus the stock of the Industrial Credit Corporation, 
which was carried on the books of the Trust Company at zero. The 
Trust Company thereafter was to distribute the stock in the new corpo- 
ration to its stockholders pro rata, and then to dissolve. In accordance 
with this plan a pro forma application for membership in the defendant 
corporation was filed by the Trust Company on behalf of the new state 
bank (plaintiff). On or about June 13, 1946, the plaintiff was granted 
a charter by the Commissioner of Finance of Missouri. On July 9, 1946, 
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the defendant corporation informed the new bank that its application 
had been approved, effective July 1, 1946; thus, the plaintiff became an 
insured bank under the Act on that date. On June 29, 1946, the Trust 
Company sold and transferred to the plaintiff bank all of its banking 
assets except stock in the Industrial Credit Corporation, and plaintiff 
assumed the liabilities of the Trust Company, including its deposit lia- 
bilities as provided in the assumption contract. On July 1, 1946, plain- 
tiff opened for business as a bank. Within 30 days after July 1, 1946, 
the plaintiff gave notice to its depositors (the Trust Company) of the 
assumption. The defendant received satisfactory evidence of the as- 
sumption by the new bank on July 5, 1946, pursuant to the provisions 
of the Act. 


The Trust Company was required by the defendant to pay an as- 
sessment on its deposits for the period from July 1 to December 31, 1946. 
The plaintiff on behalf of the Trust Company made such payment based 
upon the average daily deposits from January 1 to June 30, 1946. 


The defendant demanded that the plaintiff file a certified statement 
prescribed under the Act on or before August 15, 1946, as a new bank 
and pay an assessment for the period from July 1 to December 31, 1946. 
The plaintiff refused payment of this assessment. On June 8, 1947, the 
plaintiff deposited with the defendant its certified check for $30,000, of 
which amount $20,000 was security for the disputed assessment against 
it as a new bank. 


Two questions are presented under the first count: First, was the 
plaintiff a new bank within the meaning of the Act? Second, if the plain- 
tiff were a new bank within the meaning of the Act, were the deposits 
assumed from the Trust Company deposits within the meaning of the 
Act during the period from July 1 to December 31, 1946, for the purpose 
of determining assessments? If the plaintiff were not a new bank within 
the meaning of the Act, it is not necessary to pass upon the second 
question. 


The purpose of the plan was to create a new bank and to dissolve the 
old bank (Trust Company), and in accordance with the plan a charter 
was granted to the new bank (plaintiff). In dealing with reorganization 
of corporations, the Courts have repeatedly held that it is not necessary 
that the old and new corporations be identical for the new corporation 
to be a continuation of the old one, but rather, the new corporation is 
considered a continuation of the old corporation unless the new corpora- 
tion is essentially a different corporation from the old one. Weiss v. 
Stearn, 265 U. S. 242, 44 S. Ct. 490, 68 L. Ed. 1001; H. H. Miller Indus- 
tries Company v. Commissioner of Internal Revenue, 6 Cir., 61 F. 2d 
412; Quinn v. American Bankers’ Assurance Co., 183 Mo. App. 8, 165 
S. W. 823. 
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In the Miller case, 61 F. 2d loc. cit. 414, the court said: “We have 
here substantial identity of two corporations, with the same capital 
structure, same officers, and the same assets. Under these circumstances, 
to hold that they are two distinct taxable entities would be wholly to 
disregard substance and to emphasize mere form. Courts will not permit 
themselves to be blinded or deceived by mere forms of law, but, regard- 
less of fictions, will deal with the substance of the transaction involved 
as if the corporate entity did not exist, and as the justice of the case 
may require.” 


The Missouri appellate court in the Quinn case, 165 S. W. loc. cit. 
829, said: “The cases last cited deal with the principle in equity, but the 
rule obtains alike at law when it appears, as it does here, that the new 
corporation is in substance nothing more than a continuation of the old 
one, for in such circumstances the assets and business of the prior com- 
pany are not only taken over cumonere according to the principle in 
equity by the new corporation but it—that is, the new legal entity—is 
treated in fact and in law as the same company continuing to exist 
as before.” 


There was some change in the capital structure between the old and 
new banking corporations, in that the stock of the Industrial Credit 
Corporation was not included in the assets of the new banking corpora- 
tion (plaintiff), but was included as assets of the new business corpora- 
tion. However, before the plan was put into operation the holding activi- 
ties of the Trust Company were reduced to approximately one-ninth of 
their former value. What subsequently occurred was the reorganization 
of the old corporation (Trust Company). When we consider the capital 
structure, the assets and liabilities, and other pertinent facts, the conclu- 
sion follows that the Trust Company and the plaintiff, both banking 
corporations, were not essentially different, and that the plaintiff should 
be considered a continuation of the Trust Company and is not a new 
bank within the meaning of the Act for assessment purposes. 


With respect to the second count of the complaint, the question pre- 
sented is whether “dealer reserves” are deposits as defined by the Act 
and accordingly to be considered in determining the assessments owed 
by the plaintiff. Subsection (c) (12) of the Act, insofar as it is appli- 
cable, reads as follows: “The term ‘deposit’ means the unpaid balance 
of money or its equivalent received by a bank in the usual course of 
business and for which it has given or is obligated to give credt to a 
commercial, checking, savings, time or thrift account, or which is evi- 
denced by its certificate of deposit, and trust funds held by such bank 
whether retained or deposited in any department of such bank or de- 
posited in another bank, together with such other obligations of a bank 
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as the board of directors shall find and shall prescribe by its regulations 
to be deposit liabilities by general usage: .. .” 

The court in Federal Deposit Ins. Corp. v. Records, D. C., $4 F. Supp. 
600, held that Congress did not change the ordinary use of the word “de- 
posit” in the Act. A part of plaintiff's business is what is commonly 
known as finance business. Retail dealers in automobiles, home appli- 
ances and other consumer goods, take from their credit consumers in- 
stallment promissory notes, secured by chattel mortgages or conditional 
sales contracts. In the finance business, as conducted by the plaintiff, 
the dealer sells installment paper to the plaintiff for an agreed price, 
which price is less than the face value of the notes. By written agree- 
ment entered into at the time between the plaintiff and the dealer all 
of this agreed purchase price of the paper is not paid by the plaintiff 
immediately to the dealer, but an agreed portion of the purchase price 
is held by the plaintiff and placed in “dealer reserves,” which is set up as 
liability on the books of the plaintiff. By the terms of the written agree- 
ment between the plaintiff and dealer, such “dealer reserves” are held 
as security for installment paper of the dealer, and are usually subject 
to withdrawal by the dealer when the installment paper for which such 
reserves stand as security has been paid in full. The following is typical 
of the applicable provisions of a reserve agreement: 


“Whereas, at the time of the purchase, assignment or transfer of any 
of said accounts the Company (bank) withholds a portion of the pur- 
chase price thereof and does not immmediately pay the same to Dealer, 
= it is contemplated that said practice will be continued in the 
uture.... 


“Now, therefore, it is agreed by Dealer and Company (the bank) 
that said reserve shall be held as security for all the obligations of Dealer 
to Company incurred by contract or otherwise on or in respect to any 
or all of said accounts... . 

“Dealer shall be permitted to withdraw the portion of sale reserve 
withheld out of the purchase price of accounts when the account out of 
the purchase price of which the portion of said reserve sought to be with- 
drawn was withheld shall have been paid in full... . 

_ “Dealer shall not be entitled to interest on said reserve... . At any 
time when all accounts shall have been paid in full and all obligations 
secured by said reserve discharged, Dealer may withdraw said entire 
reserve. 


While there were several reserve agreements introduced in evidence, 
similar provisions appear in all of the agreements. The plaintiff sets up 
the “dealer reserves” in question on its books in the accounting depart- 
ment. With each transaction the dealer is given a copy of the bank’s 
discount sheet showing the amount of the deduction for “dealer reserves.” 
The bank from time to time pays the dealer out of the so-called reserve 
account by issuing him a check, or if the dealer has a checking account 
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with the bank, credits the amount payable to his account. The money 
in this reserve is commingled with the other moneys of the plaintiff. 
It is clear that these “dealer reserves,” or the account they represent, 
could not be classed as general deposits. Subsection (c) (12) of the 
Act does not differentiate between general and special deposits. Under 
the decisions of the Eighth Circuit Court of Appeals in the case of Union 
Electric Light and Power Company v. Cherokee National Bank, 8 Cir., 
94 F. 2d 517, “dealer reserves” should be classified as deposits within 
the meaning of subsection (c) (12) of the Act. The contract in the 
Union Electric case dealt with what was called deposits, and here we 
have a contract dealing with what is called “dealer reserves,” but in both 
instances the actual money representing the account was commingled 
with the general funds of the bank, and there were conditions to be met 
whereby the depositor, or dealer, was to get his money. In the Union 
Electric case the bank was to issue its cashier’s check, while in this case 
the bank was to issue its check or credit the dealer’s account when the 
balance between the dealer and the bank was favorable (although the 
bank could in some instances hold the balance as security for other 
transactions). In the Union Electric case the court held that before 
the cashier’s check was issued the funds (although not the same money) 
were impressed with a trust. It would seem to follow that these nebu- 
lous “dealer reserves,” before a check was issued to the dealer, would 
likewise be impressed with a trust. The Union Electric case is authority 
for the propositon here that this was a special deposit in the usual course 
of business, or it was a trust fund until a check was drawn or credit given 
to the dealer’s account for the balance due the dealer. It, therefore, 
follows that “dealer reserves” should have been included in plaintiff’s 
daily deposit balances for assessment purposes. 


Attorneys for the plaintiff will submit findings of fact, conclusions 
of law and judgment for approval, signature and entry. 


———————EEE 


Payment to Joint Holder 





McElroy v. Lynch, Supreme Court of Missouri, 232 S. W. Rep. (2d) 507 





Note payable to “James Lynch and Luella Lynch”, husband and 
wife, was held to be a note owned by the entirety, and maker was 
protected where he made payments to husband who had possession 
of the note. 


LOZIER, Commissioner.—This is a suit to set aside two deeds for 
a six-apartment building at 4224 Harrison St., Kansas City, Mo., and 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §1219. 








— 
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for an accounting for two transactions, brought by Eugene P. Donnelly 
as the guardian and curator of Luella Lynch, mentally incompetent. 
Defendants were James Lynch, Luella’s husband, his brother, Thomas 
Lynch, and Martha E. Treadway, executrix of the estate of Frank 
Farneman, deceased. Plaintiff had judgment cancelling the deeds and 
against James Lynch for $1845 and $375.76. The judgment also 
directed Mrs. Treadway to pay into court the monthly payments due 
upon Farneman’s note to James and Luella. James and Thomas Lynch 
appealed. Mrs. Treadway did not. (While Thomas joined James in 
answering and in appealing, he did not testify. It is conceded that 
Thomas was a mere conduit of title. Accordingly, we shall hereinafter 
refer to James Lynch as defendant.) Perrin D. McElroy succeeded 
Donnelly as Luella’s guardian and in this court was substituted as party 
plaintiff. 


The issues are: fraud in the execution of one deed and mental in- 
capacity and undue influence in the execution of the other; certain 
rights and liabilities of owners by the entirety; and the propriety of the 
circuit court’s order impounding installment payments made on a note 
owned by the entirety. 


In 1942 James purchased, apparently with his own money, a house 
at 2409 East Ninth St., Kansas City. Title to this house is not involved. 
He had the deed made to “James Lynch and Luella Lynch, husband 
and wife or the survivor thereof.” In March, 1945, “James Lynch and 
Luella Lynch, husband and wife,’ conveyed the house to Farneman. 
Farneman signed a note for $3200, payable in installments of $45 on 
the 15th of each month. This note was payable to “James Lynch and 
Luella Lynch,” and was secured by a deed of trust in which the bene- 
ficiaries were “James Lynch and Luella Lynch, husband and wife, or 
the survivor thereof.” 


Farneman later contracted to sell the house to Mrs. Anna Ross, 
consideration to be paid in monthly installments of $45 each. When 
Farneman died in June, 1945, the balance due on his note was $3053.54 
and at trial time was $1691.18. After Mrs. Treadway had been named 
executrix of his estate, the probate court directed her to collect the $45 
payments from Mrs. Ross and use them in making the $45 payments 
due on the Farneman note. Thereafter, Mrs. Treadway or her attorney 
made payments to James totaling $1845. Plaintiff had judgment 
against defendant for this amount. 


The record does not show when James and Luella purchased the 
apartment property, title to which is in issue, but they had owned it 
long prior to the time of the execution of the deeds here challenged. 
This apartment building was conveyed to the Lynchs by the entirety. 
The consideration was $17,000. Some, if not all, of Farneman’s down 
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payment on the Ninth St. house was used to make the down payment 
on the apartment property. James and Luella executed a purchase 
money mortgage note to the vendor insurance company for $13,600. 
This note called for monthly payments of $136.94, $96.87 principal and 
interest, and $40.07 escrow deposit for taxes and insurance. By trial 
time the note had been reduced to $11,027.25 and there was $271.35 
in the escrow deposit. 


The $1845 judgment represented payments made upon the Farneman 
note, a note owned by James and Luella by the entirety. Cullman v 
Rice, 236 Mo. App. 1113, 162 S. W. 2d 342; Zahner v. Voelker, Mo. App., 
11 S. W. 2d 63; and Hamrick v. Lasky, Mo. App., 107 S. W. 2d 201. 
See also Missouri cases cited in Annotations, 8 A. L. R. 1017 and 117 
A. L. R. 915. This note was secured by a deed of trust covering the 
Ninth St. house which had been conveyed to them, and which they 
had conveyed, by the entirety. It is not material if no part of the 
purchase price for the house was paid by Luella. See Sutorius v. Mayor, 
350 Mo. 1235, 170 S. W. 2d 387, 171 S. W. 2d 69, and Schwind v. 
O’Halloran, 346 Mo. 486, 142 S. W. 2d 55. “The estate by the entirety 
did not cease to exist upon the sale of the real estate but merely was 
transferred from the real estate to the proceeds derived therefrom.” 
Schwind v. O’Halloran, supra [346 Mo. 486, 142 S. W. 2d 59], citing 
Frost v. Frost, 200 Mo. 474, 98 S. W. 527, 118 Am. St. Rep. 689, and 
Hamrick v. Lasky, supra. See also 26 Am. Jur. 702. In Craig v. Bradley, 
153 Mo. App. 586, 134 S. W. 1081, a similar note, given under similar 
circumstances, was held to have been owned by the husband and wife 
by the entirety. See also Clevidence v. Mercantile Home Bank & Tr. 
Co., 355 Mo. 904, 199 S. W. 2d 1. 


In Stewart v. Shelton, 356 Mo. 258, 201 S. W. 2d 395, 398, we said 
that an estate by the entirety was the same as such an estate at 
common law, and that its essential characteristic was that “each spouse 
is seized of the whole or entirety and not of a share, moiety or divisible 
part.” And see Schwind v. O’Halloran, supra. 


James and Luella did not each own an undivided one-half interest; 
each owned the whole note. See Davidson v. Eubanks, 354 Mo. 301, 
189 S. W. 2d 295, 161 A. L. R. 450. Defendant had had possession of 
this note since its execution. All of the payments made by Mrs. Tread- 
way’s attorney, other than those made by mail, were made to defendant 
personally at such attorney’s office except one made to Luella. These 
payments were proper as they were made to those in possession of the 
note at the time they were made. Secs. 3032 and 3103, Mo. R. S. 1939 
and Mo. R. S. A.; and Pierpoint v. Prudential Ins. Co. of America, 350 
Mo. 629, 167 S. W. 2d 64. After plaintiff was appointed Luella’s guardian 
and curator, Mrs. Treadway’s attorney made one payment to him. 
Such payment was improper as plaintiff did not have possession of the 
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note, and such payment deprived James of the right to apply it on the 
insurance company note. The payments made by Mrs. Treadway 
(under the probate court’s order to pay “James Lynch and Luella 
Lynch”) were paid to James properly and not “inadvertently” as sug- 
gested by plaintiff. James, as one of the payees, was entitled to receive 
the payments and Mrs. Treadway’s payments to him, a co-obligee, was 
a legal discharge. Hamrick v. Lasky, supra. 


Defendant pleaded that his receipt of the payments on the Farneman 
note and his application of such payments upon the insurance company 
note were by agreement with Luella. He so testified and there was 
no evidence to the contrary. But whether or not there was such an 
agreement, James in fact used these payments in making payments 
upon the principal and interest of the purchase money note for the 
apartment property. Though this property was “owned by the entirety,” 
their note was not “owed by the entirety.” Liability of both James and 
Luella was joint and several and each was obligated to pay the entire 
amount. Linders v. Linders, 356 Mo. 852, 204 S. W. 2d 229. The 
payments discharged Luella’s individual obligation as well as James’ 
obligation or their joint obligation, and were for her benefit as well as 
his. Linders v. Linders and Schwind v. O’Halloran, supra. And see 
Annotation, 142 A. L. R. 371. 


The effect of the judgment against defendant for this $1845 was: 
to deprive James of any interest whatever in the Farneman note and to 
change its ownership from one by the entirety to one by Luella as her 
separate property; and to require James to reimburse Luella’s estate for 
amounts paid (in discharge of her legal obligations incurred in the 
transaction which gave her ownership of the apartment property by 
the entirety) out of the proceeds of a note owned by the entirety. We 
have concluded that this result should not be approved. 


It follows that the trial court’s order directing Mrs. Treadway 
to deposit in court the payments on the Farneman note should also be 
disapproved. Defendant asserts that, because of the probate court’s 
directions to Mrs. Treadway, the circuit court was without jurisdiction 
to make this order. However, this is an equitity case originating in the 
crcuit court. See In re Bartels’ Estate, 238 Mo. App. 715, 187 S. W. 
2d 348 (where the circuit court’s equity jurisdiction was derivative), 
and cases cited. 


The order impounding the payments, though erroneous, was con- 
sistent with the principles applied in the cases cited by plaintiff, viz.: 
That a court of equity may give relief different from that prayed. Abram- 
sky v. Abramsky, 261 Mo. 117, 168 S. W. 1178, cited by plaintiff, is in- 
applicable. There the propriety of the husband’s management of the 
entirety property was the sole issue. Plaintiff here did not seek an 
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accounting of defendant’s management and the trial judge neither re- 
quired such accounting nor appointed a receiver. Defendant’s handling 
of the apartment property was not in issue. We sustain defendant’s 
assignment on this point. 


An entirely different situation exists as to the $375.76. This judg- 
ment against defendant was based upon the showing that he had 
received this sum as Luella’s share of the proceeds of the sale of Kansas 
land in which she had inherited an interest. On August 28, 1947 (the 
date of the apartment property deeds hereinafter described) , James and 
Luella executed a deed for Luella’s interest in the Kansas land to 
Thomas Lynch, and on November 17, 1947, Thomas and his wife joined 
in a deed conveying this land to a bona fide purchaser. The check for 
Luella’s share was made payable to Thomas, who cashed it and turned 
over the money to James. According to James, he used this money 
to make a payment on the principal of a loan he had secured upon his 
life insurance policy in which Luella was beneficiary. 


This $375.76 was Luella’s individual property. She had acquired 
her interest in the Kansas land by inheritance. Such interest and its 
sale proceeds were her separate estate under Kansas law and the 
proceeds were still her sole personal property when they came into 
James’ hands in this state. Sec. 23-201, Kan. Gen. Stats. 1935; and 
Sec. 3390, Mo. R. S. 1939 and Mo. R. S. A. This money was neither 
reduced to James’ possession nor disposed of for his own use and benefit 
with her written consent as required by said Sec. 3390. See Herzog 
v. Ross, Mo. Sup., 213 S. W. 2d 921, and cases cited. Luella made 
no gift of this money. See Kidd v. Kidd, Mo. App., 216 S. W. 2d 942. 
She could hold him as a constructive trustee or as a debtor. Winn v. 
Riley, 151 Mo. 61, 52 S. W. 27, 74 Am. St. Rep. 517. Accordingly, 
judgment against defendant for this $375.75 was proper. 


The regularity of the probate court proceedings is not here in issue. 
Nor is this a suit by the county for reimbursement for all or part of 
county funds expended in Luella’s behalf. Sec. 500, Mo. R. S. 1939 
and Mo. R. S. A. Defendant’s financial situation or whether Luella’s 
bills were for necessaries are not material to the issues. However, the 
evidence as to such matters will be summarized in so far as it relates 
to the issue of undue influence and to James’ explanation of his motives 
and purposes in having the deeds executed. 


At trial time, March 1949, James was 49 years old and Luella 27. 
They had been married 8 years and had 2 children, both girls, aged 
5 and 8. Defendant’s job, at a meat packing plant where he had worked 
for 15 years, paid about $200 a month. Gross income from apartment 
rentals for the year prior to trial time was $294. Defendant testified 
that the annual cost of heating the apartments was about $1500, and 
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mentioned the costs of other utilities, of liability insurance and of repairs, 
but gave neither figures nor estimates. He said that he had been “in 
the red” in operating the apartments; and that, without using the sums 
he received on the Farneman note each month, he could not have made 
the monthly payments on the insurance company note. 


James owned stocks worth about $3700, some of which were pledged 
for $1200 which he still owed. The total annual dividends were less 
than $25. He owed a $500 loan on his insurance policy. He was paying 
the orphanage in which he had placed the children $60 monthly and, 
in addition, he bought their clothes and shoes. He was behind in his 
payments, $6 per month, to the state hospital to which Luella had been 
committed. He had paid only about $50 on this account. He was 
paying about $7 monthly on his life insurance policy. 


Defendant’s evidence was that Luella had incurred bills at stores 
without his knowledge or consent; that two of her creditors had threat- 
ened to garnishee his wages, and that he had made arrangements to pay, 
and did pay, these accounts. The record is not clear as to the total 
of the accounts nor the exact nature of the purchases. One was for a 
refrigerator and the others, apparently, were for furniture and clothes 
for Luella and the children. James estimated that the total of all such 
bills was $1200. In addition, he had paid Luella’s bills at the Robinson 
Clinic ($193.20, but still owed one of the doctors $23) and about $200 to 
the hospital of the University of Kansas Medical Center. He had 
paid over $100 costs in connection with the probate proceeding which 
he had initiated and dismissed. He had refused to pay a $300 loan 
which Luella had obtained from a finance company and the proceeds 
of which she expended in some way unknown to him. 

On July 30, 1947, defendant went to the office of one of the investi- 
gators for the county court, showed her the bills he and Luella owed, 
told her of the insurance company note and said he could not pay the 
$50 per month required by state hospitals for private patients. Upon 
his representations, the investigator agreed to “take her as a county 
case.” On the same day, James filed in the probate court his affidavit 
that Luella was insane, that her insanity was of less than three years 
duration, that she had not sufficient estate to support herself at a state 
hospital for the insane, that she was so deranged as to endanger herself 
or others and dangerous to the safety of the community by being at 
large and that she was then being confined or restrained, and that all 
this could be proved by himself and two physicians whom he named. 
However, prior to the date set for hearing, the investigator concluded 
that, because the apartment property “was valued at $17,000, we 
thought that that was too much money to consider her an indigent 
patient, so we got Mr. Lynch to sign a dismissal.” On the hearing day, 
August 5, 1947, James, in writing, informed the court that he desired 
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the proceedings dismissed. The same day the court considered this 
application, “in open court the County Investigator’s office consented 
to dismissal” and the proceedings were dismissed. 


According to both James and the investigator, James tried but failed 
to make the bond necessary to get Luella in a state institution as a 
private patient. Next, according to the investigator, Luella’s “condi- 
tion became worse and Dr. Hart asked our office to let him refile and 
asked us to accept her as a county patient because she needed treat- 
ment, which we agreed to,” and that when James “came in the second 
time and signed, his wife didn’t have anything and we did take the 
case and did commit her only because she needed treatment.” 


On October 9, 1947, James filed in the probate court an affidavit 
similar to the previous one. On October 14, 1947, Luella was adjudged 
insane and ordered admitted to State Hospital No. 2, St. Joseph, as a 
county patient. The next day Luella was transferred and has since 
been in the latter institution. 


Defendant testified that Luella “was a very intelligent woman, a 
good personality before she became deranged.” She was in the Robin- 
son Clinic, a neurological hospital, for two weeks in September, 1946, 
where she was given insulin shocks. Later she was in Kansas University 
Hospital for some time where, apparently, she received similar shock 
treatments. On July 7, 1947, Luella was brought to the Kansas City 
General Hospital by the police. She was placed in the psychiatric ward. 
She appears to have been in good physical condition and there was no 
evidence of organic pathology. The diagnosis of Dr. William W. Hart, 
the medical director, who made the initial examination of Luella and 
took the case history, was that she was suffering from schizohrenia 
(hebephrenic). On July 13, James, in writing, authorized the hospital 
to treat Luella with shock therapy. She was subsequently examined by 
Dr. John Aldis whose diagnosis was the same as Dr. Hart’s, schizophrenia 
hebephrenia. Dr. Aldis found that she did not realize that she was ill, 
that her grasp of information, insight and judgment as to business 
plans, social arrangements, family responsibilities and ethical standards 
were poor; and that she was “very delusional at times, combative, no 
consistency of emotions and thought content.” 


Luella was examined daily by one of the physicians on the hospital 
staff. She was given three electric shock treatments each week. The 
head nurse’s record from July 18 to and including July 23 showed that 
Luella was usually “friendly or co-operative,” but “quiet, withdrawn, 
and spoke only when spoken to and did not mingle with the other 
patients; that she sat on the floor reading newspapers or magazines; 
and that she giggled often.” She was clean and neat. Her actions 
were quick, and the few times she spoke, her speech was short and 
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snappy, and she “smiled readily upon approach.” On July 19 and 20, 
Luella complained of labor pains and stated that she was going to 
have a baby. She was not pregnant. 


On July 23, Luella showed “definite improvement” from the shocks. 
On July 24, she was restless and easily upset. On July 25, the head 
nurse’s notation showed she had had a shock treatment that day and 
“giggles—euphoric behavior—withdrawn”; on July 26, “euphoric,—seen 
by Drs. Aldis and Lockwood—seems quite happy—giggles frequently 
even when nothing is said”; on July 27, “talkative—on the move con- 
stantly, says she thinks she'll get to go home Sunday”; on July 29, 
“euphoric and giddy—‘it is time for me to go home’—overactive, talk- 
ative”; on July 30, “says she is going through the menopause.” The 
head nurse’s records from July 30 to the time Luella left that hospital 
were not in evidence. However, the hospital records showed that Luella 
remained in the psychiatric ward and was treated for schizophrenia 
hebephrenia until she was removed to the state hospital. 


On September 8, 1947, Dr. Aldis found that “her mental condition 
remains the same.” On September 28, 1947, Dr. Bills noted that Luella 
still showed “schizophrenia psychotic manifestations very pronounced, 
persecuting ideas, very delusional.” Commitment to a state hospital 
was recommended. On October 15, 1947, when Luella was taken from 
the hospital, it was noted that her condition was the same as when she 
was admitted. 


The deeds for the apartment property were: one, dated August 28, 
1947, and recorded September 6, 1947, from James and Luella to 
Thomas, and another, dated September 2, 1947, and not recorded, from 
Thomas and his wife to James. Defendant was the only witness who 
testified as to the execution of the first deed. He stated that prior to 
the day Luella signed the deed, he had called upon her but once at the 
hospital. He testified as to August 28: “Well, I didn’t visit with her 
then because I went to the hospital and told the nurse I had some 
papers for her to sign, and she went and got somebody, some other 
nurse, and they came in there, and so when I went in I told her I had 
the deeds to sign, or probably that I had some papers for her to sign. 
She said ‘Come in and I will talk about signing the papers. What are 
they?’ and I said, ‘They are just things I want you to do.’ She took 
the papers and read them over. She took the deeds and read them over 
and she said, ‘If it is O.K. with you, it is all right with me.” There 
was no further discussion,—when defendant “got the papers signed,” he 
“just left.” 


Defendant claimed that two nurses were present on that occasion, 
and that he “told them what he was doing, and they stayed there while 
she signed and read” the deeds. However, he subpoenaed neither of 
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the nurses, did not know their names, “had no idea who they were” 
and had made no effort to locate them. 


The deed bore the certification, dated August 30, of the acknowledg- 
ments of both defendant and Luella. The notary did not accompany 
defendant to the hospital. Defendant testified that his attorney had 
prepared the deeds, that he (James) took them to the notary whom 
he had not known previously, and that the notary told him to go out 
to the hospital and have Luella sign and then come back and sign in 
the notary’s presence. 

The deed to Thomas was recorded. The deed from Thomas to 
James had not been recorded and was not put in evidence. Defendant 
said “he didn’t know why he didn’t record that deed.” However: 
“Q. But you handled this one as sort of a safety valve or a precautionary 
measure; in other words, if your brother took over or endeavored to 
hold out on this property, after the property was in his name, you could 
always put this on him as a sort of a guarantee? A. I guess that is 
part of it.” 

Defendant frankly testified that his debts, the garnishment threats 
and fear of losing his job prompted his actions. He said that he “did 
it to protect the property for himself” and “to protect it and her invest- 
ment for her and the kids.” Obviously, he was acting primarily in his 
own interest. See Hamrick v. Lasky, supra. 


The record which we have summarized is most persuasive that 
Luella was not of sound mind on August 28, 1947, and, further, that 
defendant knew she was insane when he “had her sign the deeds.” He 
testified that on his other call at the hospital prior to August 28, he had 
brought a deed to the Kansas land which Luella’s brother-in-law had 
prepared, and that Luella “did not think it was a good idea” because 
“she felt she had some rent coming and she never got it.” He “knew” 
that she understood what she was doing when she signed the deeds on 
August 28, 1947. But he also admitted that he didn’t know in July, 
1947, whether “she was sane or insane; I really don’t know yet.” And 
answering a question as to Dr. Hart’s saying, that same month, that 
Luella was suffering from schizophrenia and was insane, defendant said: 
“T don’t know. That might be all right, but I don’t know.” He stated 
that after her treatments at the Robinson Clinic and the Kansas Uni- 
versity Hospital (three or four months before she was taken to the 
Kansas City General Hospital), she “was supposed to be all right,” 
and that “he didn’t know whether she was mentally deranged or not.” 
But he also testified that she “was a very intelligent woman, a good 
personality, before she became deranged.” A more solemn and eloquent 
admission is his affidavit imitating the first insanity proceeding nearly 
two months before he “had her sign.” 
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Luella’s mother lived at James’ and Luella’s home between May, 
1946, and March, 1948. She testified that Luella’s suspicions that 
James was “having an affair’ with a woman occupant of one of the 
apartments worried Luella, and that James had once told her (his 
mother-in-law) that he thought that such suspicion was “what finally 
finished her mind.” We have no doubt as to defendant’s knowledge 
of Luella’s mental condition when he “had her sign.” 


Plaintiff had the burden of showing by clear, cogent and convincing 
evidence that Luella was not of sound mind when she signed the deeds. 
Key v. Kilburn, Mo. Sup. 228, S. W. 2d 731; and McCoy v. MoCoy, Mo. 
Sup. 227, S. W. 2d 698. We believe that plaintiff established such fact 
by such evidence. The only evidence tending to show that Luella might 
have possessed sufficient understanding of the nature and effect of her 
action was defendant’s own testimony. The trial judge was in a much 
better position than we are to determine defendant’s credibility and the 
weight to be accorded to his story. Bick v. Mueller, 346 Mo. 746, 142 
S. W. 2d 1021. James was an interested party and neither the trial 
judge was, nor this court is, required to accept her version. See 8 
A. L. R. 796, 814. 


Defendant cites Weakley v. Weakley, 355 Mo. 882, 198 S. W. 2d 
699, 703. The facts in that case were quite different. There the grantor 
was admitted to a private hospital for observation 14 months, and com- 
mitted to a state hospital 18 months, after he had executed the deed; and 
the testimony, chiefly of lay witnesses, was meager and conflicting, “much 
of it highly unsatisfactory.” Here the evidence is ample and uncontra- 
dicted. Defendant also cites cases involving mere eccentricities or 
peculiarities of grantors or involving conveyances for consideration to 
grantees who had no knowledge of the grantors’ lack of mental capacity. 


However, we need not base our conclusion alone upon our belief 
that Luella did not possess the mental capacity to understand the 
nature and effect of her action. Defendant urges that “a person of 
lawful age having mental capacity to understand the nature of a 
transaction may be the donor of his property and may give it to whom 
he pleases,” citing Walker v. General American Life Ins. Co., Mo. Sup., 
141 S. W. 2d 785, and Harrelson v. Flournoy, 229 Mo. App. 582, 78 
S. W. 2d 895. It is true that mental capacity may be co-existent with 
mental illness. In re Nelson’s Estate, Mo. App., 185 S. W. 2d 890. 
See also Weakley v. Weakley, supra. But mental ailment is also an 
important factor for consideration on the issue of undue influence. 
Holland v. Anderson, Mo. Sup., 196 S. W. 2d 175; and Colquitt v. 
Lowe, Mo. Sup., 184 S. W. 2d 420. 


Undue influence is a dominating influence which, by force, coercion 
or overpersuasion overcomes the will power and substitutes the will 
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of another. Plaintiff had the burden of showing that Luella signed as 
a result of such influence exerted by James. See McCoy v. McCoy, 
and Key v. Kilburn, supra; Ulrich v. Zimmerman, 349 Mo. 772, 163 
S. W. 2d 567; Bockting v. Bockting, Mo. Sup., 217 S. W. 2d 538; and 
Bitzenburg v. Bitzenburg, Mo. Sup., 226 S. W. 2d 1017. We think, as 
did the trial judge, he sustained that burden. 


Here was a young wife and mother who had never handled business 
affairs. She had been in that psychiatric ward 7 weeks and had pre- 
viously been treated at two other hospitals for mental illness. She was 
in the advanced stages of a form of dementia praecox, some of the 
symptoms of which are apathy, indifference to family and friends, de- 
lusions, giggling and laughter without cause,—all accompanied by an 
increasing loss of will power and a progressively defective judgment. 

We re-examine James’ account of what happened on August 28, 
1947, and, for the moment, assume the verity of his story, to determine 
whether the influence he exerted that day was undue. Well knowing 
his wife’s condition, he told her he had some deeds or papers for her 
to sign. When she asked what they were, he told her nothing except 
“just things I want you to do.” He offered no explanations; he did not 
remind her of his and her debts; he made no effort to explain the trans- 
action; he gave her no assurance that “it was done to protect the 
property for her and the kids.” She did not ask why they were deeding 
the property, without consideration, to his brother, and defendant did 
not tell her that Thomas was going to deed it back to him. If, as de- 
fendant says, she read the deed, we doubt if she understood it. If she 
did, she made no inquiry, but with full confidence in her husband, said: 
“If it’s O.K. with you, it is all right with me.” Even after she had 
signed, defendant did not offer to explain the transaction to her,—as 
he said: “There was no further conversation. When I got the deeds 
signed I just left.” 


For another reason, James influence was undue. In pursuance of 
a carefully prepared plan, defendant made the agreement with his 
brother, had his attorney prepare the deeds, had Luella sign one, ob- 
tained the notarization of her signature, recorded that deed, secured 
the deed from Thomas and his wife and withheld it from record. He, 
and he alone, secured Luella’s signature. Such activity in procuring 
execution of the deeds is likewise a factor for consideration on the issue 
of undue influence. Holland v. Anderson, supra; Hamilton v. Steininger, 
350 Mo. 698, 168 S. W. 2d 59; Buckner v. Tuggle, 356 Mo. 718, 203 
S. W. 2d 449; and Horn v. Owens, Mo. Sup., 171 S. W. 2d 585. 


It is our opinion that, even if Luella had “mental capacity” on 
August 28, 1947, her husband took advantage of her pathetic mental 
condition and unduly influenced her to sign away her entirety interest 
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in the apartment property. The trial court’s ruling on this issue was 
proper. 

Those portions of the decree cancelling the deeds and rendering 
judgment against defendant for $375.75 are affirmed; the portions 
rendering judgment against defendant for $1845 and impounding the 
payments on the Farneman note are reversed; and the cause is re- 
manded with directions to enter judgment accordingly. 


VAN OSDOL and ASCHEMEYER, C.C., concur. 


PER CURIAM.—The foregoing opinion by LOZIER, C., is adopted 
as the opinion of the court. 


All concur except HOLLINGSWORTH, J., not voting because not 
a member of the court when cause was submitted. 


———————EEEEE 


Bank Holder in Due Course Notwithstanding 
Knowledge That Note Contained Blanks 
When Executed 





First National Bank of Springfield v. Di Taranto, Superior Court of New 
Jersey, 75 Atl. Rep. (2d) 907 





Promissory note containing blanks when executed but later filled 
by payee prior to time authorized by maker held “complete and regu- 
lar on its face” and enforceable by bank. 


EASTWOOD, J. A. D.—The plaintiff, First National Bank of Spring- 
field, New Jersey (hereinafter referred to as the “Bank’”), instituted its 
suit to enforce payment of a promissory note made by defendants to the 
Tidey Heating and Specialty Company and purchased by the plaintiff 
from Tidey. A verdict of no cause of action was returned by the jury 
and the Bank appeals the judgment entered thereon. 

Plaintiff advances the following grounds for reversal of the judgment, 
viz.: (1) the court erroneously admitted hearsay evidence between 
the maker and payee, not made in the presence of the plaintiff, its agents 
or servants; (2) the court erroneously excluded evidence material to the 
issues raised by the pleadings and pretrial order; (3) the court permitted 
the introduction of issues outside of the pleadings and the pretrial order 
and submitted them to the jury; (4) the court erroneously denied 
plaintiff's motions for judgment in its favor; (5) the jury’s verdict was 
contrary to the law and the facts in the case; and (6) the court erron- 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §667. 
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eously refused to admit evidence to permit the plaintiff to recover as 
an assignee of the obligation. 

On August 5, 1948, the defendants having entered into an agreement 
with the Tidey Heating and Specialty Company for certain heating and 
plumbing work, made an application through Mr. Samuel E. Tidey, Jr. 
to the Bank, to borrow the sum of $1,282.50, on an F. H. A. improve- 
ment loan to finance the cost thereof. Thereupon, the Bank made 
inquiry and satisfied itself as to defendants’ credit standing. On August 
20, 1948, Tidey presented to the Bank the note and certificate that the 
work had been completed, both signed in blank. The note was there- 
upon filled in by Mr. Richards, cashier of the Bank, by inserting the 
date, amount and monthly installments, in conformity with the terms 
of defendants’ written loan application. Tidey endorsed the note over 
to the Bank and the latter credited Tidey’s account with the proceeds 
thereof. The defendants testified that the note was delivered to Tidey 
in blank and that he breached an agreement made between them that it 
was not to be negotiated or payment procured thereon until after the 
completion of the work. No proof was proffered that prior to or at the 
time of the negotiation of the note by Tidey, the Bank, or any of its 
agents or employees, had any knowledge or information that there was 
any secret agreement between Tidey and the defendants, and that Tidey 
had breached it. Immediately after the Bank purchased the note, it 
mailed to the defendants the usual federal housing installment payment 
book. No payment was made on account of the note and the Bank 
thereupon notified defendants of their default. The information that 
Tidey had not completed his work was not brought to the Bank’s notice 
until about two months subsequent to its acquisition of the note, when 
Mrs. Di Taranto, having received the Bank’s notice of default, for the 
first time imparted the information to Mr. Richards, cashier of the 
Bank. Under date of February 15, 1949, Mrs. Di Taranto wrote to the 
Bank and enclosed a postdated check for $50. She stated that she 
was very much surprised that the payments had not been taken care 
of by Mr. Tidey; that he had promised to make them until he could 
replace the money to do the job which he had never done; that she 
could not pay the installments then in arrears and requested the Bank 
to accept the check on account until she was able to make up the 
difference or obtain funds from the sale of another property. At the 
completion of the defendants’ evidence and again at the end of plaintiff’s 
rebuttal testimony, the court denied plaintiff's motions for judgment 
in its favor. The court submitted the case to the jury on the question 
as to whether the Bank had acted in good faith when it took the note 
and whether it was taken for value without notice of the alleged breach 
of agreement. 
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Defendants contend that plaintiff was not a holder in due course 
as defined by R. S. 7:2-52, N. J. S. A., in that the note when taken 
by the Bank was “not complete and regular upon its face.” The de- 
fendants do not say that Tidey had no authority to fill out the note, 
but that he breached an agreement not to negotiate it until the work 
was completed. A holder of a negotiable instrument has implied author- 
ity to fill the blanks in the instrument. R. S. 7:2-14, N.J.S. A. The 
fact that the person taking it is aware that the instrument contained 
blanks when executed is held not to impose upon him the duty of 
inquiry as to the extent of the holder’s actual authority, so as to affect 
his bona fides. It by no means follows that the possessor of a blank 
signature holds it under an agreement to fill it up for a particular amount, 
or dispose of it in a particular mode; a much more natural presumption 
is that he is vested with a discretion in relation to it, and that, in the 
language of Lord Mansfield cited from Douglass—“it is a letter of credit 
for an indefinite sum.” Accordingly, it has been held immaterial that 
the blanks are filled in in the presence of the person who advances 
money thereon, and that the fact that the maker of a note fills it up in 
the presence of the payee does not create a presumption that he is ex- 
ceeding his authority. Having executed a note in blank as to the 
amount, with the intention that the blank shall be filled before being 
negotiated by the person in whose possession it was placed after signa- 
ture, third persons dealing with the person in possession have the right 
to presume that the authority to fill the blank was a general and not 
a special authority, and they are not bound by any private instructions 
as to the amount to be inserted in the note. 8 Am. Jur., “Bills and 
Notes,” sec. 418, p. 158. Mechanics Bank v. Chardavoyne, 69 N. J. L. 
256, 55 A. 1080 (E. & A. 1903); Hudson County Nat. Bank v. Alexander 
Furs, Inc., 1383 N. J. L. 256, 44 A. 2d 73 (E. & A. 1945); Central Savings 
Bank Co. v. Barber, 92 N. J. L. 31, 105 A. 22 (Sup. Ct. 1918). De- 
fendants rely upon the case of Maurer v. Hahn, 104 N. J. L. 254, 140 
A. 273 (Sup. Ct. 1928), wherein the trial court entered summary judg- 
ment upon affidavit submitted by the respective parties. On appeal to 
the Supreme Court, the judgment was reversed on the ground that the 
affidavits presented a jury question. On appeal to the Court of Errors 
and Appeals, that court, 105 N. J. L. 494, 145 A. 316 (1929), while 
approving the Supreme Court’s direction for a plenary trial, did not 
approve of the views of the Supreme Court that a payee cannot be a 
holder of a note in due course within the meaning of the “Negotiable 
Instruments Act.” The Circuit Court, at the conclusion of a second 
trial thereof, directed a verdict in favor of the plaintiff. On appeal, the 
Court of Errors and Appeals, 107 N. J. L. 338, 153 A. 482, 484 (1931), 
held, inter alia, that “. .. We can see nothing in the proofs but that 
Hahn, an experienced lawyer, clearly knew this paper to be intended as 
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a negotiable promissory note, endorsed by him, with authority to the 
maker to fill in blanks as necessary, in order to raise money, even though 
he trusted entirely to the maker to use the money; when obtained, for 
some purpose intended or revealed only between them... .” 


The defendants’ principal contention appears to be that Tidey 
violated the alleged agreement made between them in that he nego- 
tiated the note prior to the actual completion of the work. However, 
the defendants overlook the fact that both they and Tidey signed the 
completion certificate, and then entrusted it to Tidey to deliver to the 
Bank. Immediately above the defendants’ signatures, this certificate 
had printed thereon: 

“Notice to Borrower 

Do not sign this Certificate until the work 
or the materials have been satisfactorily com- 
pleted or delivered. The selection of a dealer, 
the acceptance of materials used and work 
performed is Your responsibility. Neither the 
FHA nor the financial institution guarantee 
the material or workmanship or inspect the 
work performed.” 


No evidence was introduced by the defendants that the Bank had 
any notice or knowledge at the time the note was negotiated and the 
proceeds thereof paid over to Tidey, that the work had not been com- 
pleted or that Tidey was not to negotiate the note or procure any 
money thereon until the contract was completely performed. If, under 
the circumstances, Tidey breached the agreement between him and 
the Di Tarantos, that defense was not available to the defendants 
against the Bank in view of the fact that there was no proof that the 
Bank had any notice or knowledge thereof until long after it had acquired 
the note for a valuable consideration. The fact that an instrument is 
contingent or conditional, that fact not appearing on the instrument, 
does not make a failure of the condition or contingency a defense against 
a holder in due course, although such a defense is available against one 
taking the instrument with knowledge or chargeable notice that the 
instrument is contingent or conditional. 8 Am. Jur. “Bills and Notes,” 
sec. 572, p. 272. “The use of an instrument or its proceeds for a purpose 
different from that for which an accommodation was given on it is not 
a defense available to the accommodating party against a holder in due 
course, a holder for value who took the instrumert without notice of 
the diversion, irrespective of his status as a holder in due course, or a 
holder protected by the operation of an estoppel, but it is a defense 
against a holder who took the instrument with notice of the diversion.” 
8 Am. Jur., “Bills and Notes,” sec. 572, p. 273. Mechanics Bank v. 
Chardavoyne, supra; Hudson County Nat. Bank v. Alexander Furs, 
Inc., supra; West Side Trust Co. v. Krug, 117 N. J. L. 102, 187 A. 154 
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(E. & A. 1936). Evidence of fraud, not merely suspicious circumstances, 
must have been brought home to the Bank as a holder for value whose 
rights had accrued before maturity, in order to defeat its recovery upon 
the ground of fraud in the inception of the negotiable note or between 
the parties to it. Hudson County Nat. Bank v. Alexander Furs, Inc., 
supra. To constitute notice to the Bank of the alleged infirmity in the 
note or defect in the title of Tidey who negotiated it, the Bank must 
have had actual knowledge of the infirmity or defect or knowledge of 
such facts that the action amounted to bad faith. Hudson County 
Nat. Bank v. Alexander Furs, Inc., supra. Here, there is no such proof. 

The record reveals that at the trial the court permitted testimony 
raising issues that were not within the scope of the pretrial order. The 
only issue is, was the Bank a holder in due course, did it pay value 
therefor without notice or knowledge of the alleged infirmities therein? 

There was no error in the court’s refusal to permit plaintiff to intro- 
duce evidence of conversations with a former attorney of defendants. 
No claim having been made in the Bank’s complaint or the pretrial 
order, that it was entitled to recover as assignee of the obligation, there 
was no error in the court’s exclusion of plaintiff’s testimony to establish 
such a claim. 


The judgment is reversed. Costs to abide the event of a re-trial. 
en a 
Bank Honoring Checks After Drawer’s Death Did Not 


Impair Bank’s Rights in Paper Previously 
Deposited by Drawer 





Caledonia National Bank of Danville v. McPherson, Supreme Court of 
Vermont, 75 Atl. Rep. (2d) 685 





Where bank received check from payee wnrestrictedly endorsed, 
crediting payee’s account and honoring checks drawn by payee, with- 


out knowledge of latter's death, bank could enforce original check 
against drawer. 


ADAMS, J.—This is an action of contract to recover on a check 
drawn by the defendant. Trial was by court without a jury. Findings 
of fact were made and judgment was rendered for the plaintiff. The 
case is here on defendant’s exceptions. The ones relied upon are to the 
failure to find as requested by defendant’s request number 13 and an 
exception to the judgment. 


We first consider the exception to the judgment. The question here 





NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §645. - 
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is whether it is supported by the findings of fact. Colby’s Executor 
v. Poor et al., 115 Vt. 147, 154, 55 A. 2d 605 and cases cited. 


The findings show the following material facts: That the defendant 
of Holliston, Mass. signed and delivered to one Philo Lang, a regular 
customer and depositor in the plaintiff bank, a check for $5,000 dated 
November 29th, 1948, drawn on the Milford National Bank & Trust Co. 
of Milford, Mass.; that the check was to be used by Lang to purchase 
cows for the defendant; that on December Ist Lang endorsed the check 
and deposited it along with other checks and notes in the plaintiff bank 
and his checking account was credited with the amount thereof; that 
the plaintiff took the check as a deposit in the usual and ordinary course 
of business for full value and in good faith without notice of any infirmity 
in it or defect in the title of Lang to it; that it was complete and regular 
on its face; that the balance on Lang’s checking account on the morning 
of December Ist was $3,652.20 and the amount of the deposit credited 
that day including the check in question was $13,603.10; that on Decem- 
ber Ist the plaintiff paid and charged to Lang’s checking account 4 
checks amounting to $4,641.50 drawn by him on the account; that on 
December 2nd the plaintiff paid and charged to Lang’s checking account 
4 checks amounting to $2,190.12 drawn by him on the account; that on 
December 3rd the plaintiff paid and charged to Lang’s checking account 
6 checks amounting to $4,804 drawn by him on the account; that on the 
same day it paid and charged to the account two other checks drawn 
by Lang on the account; that on the same day the plaintiff charged back 
to the account a check of one Gendron which Lang had previously de- 
posited and had credit for on the account, on which payment had been 
refused, the charge back being $1,547.70; that on December 4th the 
plaintiff paid and charged to Lang’s checking account 7 checks amount- 
ing to $1,486.56 drawn by him on the account; that Lang died very 
suddenly shortly after noon on December 3rd; that the defendant 
stopped payment on the check in question at the bank in Milford when 
he had notice of Lang’s death and it was protested on December 6th 
and the plaintiff received notice on December 7th that it had been 
protested because payment had been stopped; that on December 9th 
the plaintiff paid and charged to Lang’s checking account a check in 
the amount of $3.98 drawn by him on the account; that after the fore- 
going transactions the balance on the checking account was $521.19 
and the plaintiff used this balance to apply on the $5,000 check in 
question which had then been returned to it unpaid. The judgment 
here excepted to is for the amount of the check less the credit thereon 
of the $521.19. 


Money deposited in a bank without special arrangement becomes 
the property of the bank and the depositor becomes the creditor of the 
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bank to the amount of the deposit. State v. Clement National Bank, 
84 Vt. 167, 180, 78 A. 944, Ann. Cas. 1912D, 22. it is a fundamental 
rule of banking law that in case of a general deposit of money in a 
bank, the moment the money is deposited it becomes the property of 
the bank and the bank and the depositor assume the relation of debtor 
and creditor. The same rule obtains in the case of deposits of checks, 
drafts and promissory notes, wherever, under the circumstances of the 
case, the bank becomes the owner of the commercial paper and the 
customer acquires the unconditional right to draw for the proceeds. 


7 Am. Jur., Banks, Par. 444. 


According to the majority of cases, where there is no definite under- 
standing between the depositor and the bank as to the ownership of the 
paper, but it is endorsed by an unrestricted endorsement and deposited 
in the usual course of business with the bank, which gives credit to the 
depositor for the amount thereof, with the right to draw thereon, the 
title, prima facie, passes to the bank. 7 Am. Jur., Banks, Par. 452; 
9 C. J. S., Banks and Banking, § 221. The right of the bank to charge 
back the dishonored paper is in no wise inconsistent with the rule that 
it acquires title by such deposit. 7 Am. Jur., Banks, Par. 453; 9 C. J. S., 
Banks and Banking, § 281. This Court has so held. Walker & Brock v. 
D. W. Ranlett Co. et al., 89 Vt. 71, 74, 76, 93 A. 1054. See also City 
of Douglas v. Federal Reserve Bank, 271 U. S. 489, 46 S. Ct. 554, 70 
L. Ed. 1051. The exercise of such right to charge back is no more than 
enforcing the depositor’s liability as endorser of the dishonored paper. 
Bassett v. Mechanics’ Bank, 117 Conn. 407, 168 A. 12; Annotations 11 
A. L. R. 1067; 16 A. L. R. 1084; 42 A. L. R. 501; 68 A. L. R. 734; 
99 A. L. R. 495. 


The defendant claims that the check in question did not represent 
money or funds in the possession of the plaintiff until the check was 
certified or accepted by the bank upon which it was drawn. He bases 
this theory upon V. S. 1947, § 5637, a part of the Uniform Negotiable 
Instruments Act. It provides, “A check of itself does not operate as an 
assignment of any part of the funds to the credit of the drawer with 
the bank, and the bank is not liable to the holder unless and until it 
accepts or certifies the check.” The argument is ingenious but not 
convincing. If it were so no bank could safely take a deposit of checks 
and the depositor have funds against which the bank would allow checks 
to be drawn until the bank had forwarded the checks to be accepted 
or certified or had received notice that they had been paid by the bank 
upon which they were drawn unless the depositary bank in giving 
general credit for the checks relied solely upon the financial responsibility 
of the depositor-endorser. The section has to do with the relationship 
between the depositary bank and the bank upon which the check is 
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drawn and not between the bank and the depositor or the bank and 
the drawer of the check. Here the suit is against the drawer of the check 
to enforce his obligation as the maker thereof. It is not a suit against 
the bank upon which the check was drawn which is the subject matter 
with which the section of the statute deals. In revoking or counter- 
manding a check the drawer takes upon himself all the consequences 
of his act. 7 Am. Jur., Banks, Par. 602. 


This section of the Uniform Act has no application here and is not 
inconsistent with the fact that the plaintiff acquired title to the check 
when it received it as a deposit in the manner found by the court. What 
is now V. S. 1947, § 5637 was in force when Walker & Brock v. D. W. 
Ranlett Co. et al., supra, was decided. Paraphrasing the discussion of 
this section of the Uniform Act in 7 Am. Jur., Banks, Pars. 532 and 545, 
a majority of the courts held prior to the adoption of the Act that a 
check did not operate as an assignment of the drawer’s funds as there 
was no privity of contract between the bank and the holder of the 
check until it was certified or accepted. The minority view was that the 
drawing and delivery of a check was in effect an assignment to the 
holder of the check of so much of the fund as the check called for. The 
act brought the law into harmony with the majority view and since its 
adoption the remedy of the holder is against the drawer or endorsers 
of the check as it was according to the majority view before its adoption. 
See also 9 C. J. S., Banks and Banking, § 366. Here the plaintiff is 
proceeding against the drawer as it may do under the act. 


It remains to determine from the findings if the plaintiff was a holder 
for value as the defendant makes no claim but what all other require- 
ments of the statute pertaining to the plaintiff being a holder in due 
course are satisfied by the findings. The findings show that when Lang 
deposited the check the plaintiff gave his checking account credit for 
the full amount of the check. 


When money is deposited in a bank the legal effect of the transaction 
is that of a loan to the bank upon the promise and obligation, usually 
implied by law, to pay or repay the amount deposited usually on demand 
and the same rule applies in the case of deposits of checks, drafts and 
promissory notes. A general bank deposit, however, is different from 
the ordinary debt in that from its very nature it is constantly subject 
to check or is usually, if not always, as a practical matter and in the 
absence of some contract to the contrary payable on demand. 7 Am. 
Jur., Banks, Par. 444. 


There is authority holding that where checks are deposited in a bank 
and general credit given therefor the bank is a holder for value. This 
is on the theory that title passed to the bank; that the relationship of 
debtor and creditor arose between the depositor and the bank; that the 
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deposit and transfer of the check by the depositor was in consideration 
of an implied promise by the bank to repay the amount of the deposit 
in whole or in fractional parts on the request of the depositor by his 
check or draft and that such implied agreement to pay when and as 
requested an amount equal to the credit given makes the bank a holder 
for value as value is declared by the Negotiable Instruments Act to be 
“any consideration sufficient to support a simple contract.” See V. S. 
1947, § 5470. Blacher v. National Bank of Baltimore, 151 Md. 514, 
135 A. 383, 49 A. L. R. 1366. All of the foregoing criteria are present 
in the instant case. 


However, we need not, on the findings, use that theory as the basis 
for deciding that the plaintiff is a holder for value of the check in 
question. A Bank that takes a negotiable instrument, i. e. a check, as a 
general deposit and gives the depositor credit for the full amount of the 
proceeds and honors his checks against the credit created by that deposit 
for the full amount thereof is a holder of the instrument for value. 
8 Am. Jur., Bills & Notes, Par. 442; Annotations, 6 A. L. R. 259; 24 
A. L. R. 902; 60 A. L. R. 248; 80 A. L. R. 1064; Real Estate-Land Title 
& Trust Co. v. Butler, 296 Pa. 54, 145 A. 689; American Fruit Growers 
v. Chase National Bank, 5 Cir., 30 F. 2d 936; National Bank of Detroit 
v. Sachs, 314 Ill. App. 570, 41 N. E. 2d 998; Bath National Bank v. 
Ely N. Sonnenstrahl, Inc., 249 N. Y. 391, 164 N. E. 327; Elk Valley 
Bank v. State Road Commission, 111 W. Va. 527, 162 S. E. 889, 80 
A. L. R. 1061. 


Here the plaintiff has honored and paid checks of the depositor, 
Lang, from the credit to his account arising from the deposit of the 
defendant’s check, to an amount equal to that which it seeks to recover. 
The defendant says, however, that the plaintiff paid part of the checks 
after Lang’s death and notice thereof so it should not have the benefit 
of the payment of those checks. It is well settled under the Uniform 
Negotiable Instruments Act that the death of the drawer of a check, 
when it is known to the drawee bank, countermands or revokes its 
authority to pay the check unless it has been certified or accepted 
theretofore by the drawee bank. If, though, the check is paid by the 
bank before it has notice or knowledge of the death of the drawer, the 
payment will be held valid. 7 Am. Jur., Banks, Par. 606; Sneider, 
Adm’x v. Bank of Italy, 184 Cal. 595, 194 P. 1021, 12 A. L. R. 993; 
Weiand’s Adm’r, v. State National Bank, 65 S. W. 617, 66 S. W. 26, 
23 Ky. Law Rep. 1517, 56 L. R. A. 178; Glennan vy. Rochester Trust & 
Safe Deposit Co., 209 N. Y. 12, 102 N. E. 537, 52 L. R. A., N. S., 302, 
Ann. Cas. 1915A, 441; Brennan v. Merchants’ & Manufacturers’ Nat. 
Bank, 62 Mich. 343, 28 N. W. 881; 5 R. C. L. Checks, Par. 50; Note 
Ann. Cases, 1915A, 443; Anno. 43 L. R. A., N. S., 111. 
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In connection with notice to the plaintiff and knowledge of Lang’s 
death, the defendant calls our attention to finding 13 which is as follows: 
“That shortly after noon on December 3rd said Lang died very suddenly, 
and Billie Lang asked Allen to take said cows back and return the 
checks that Philo Lang had given Allen for the cows.” There is nothing 
in this finding that establishes the fact that the plaintiff had notice or 
knowledge on December 3rd or at any time thereafter of Lang’s death. 
There is nothing in the other findings that establishes such fact. It is 
apparent that the court treated this matter as if the burden of proof 
was on the defendant. Since the court’s treatment was not questioned 
by the defendant, it has become the law of the case and the point is 
unnecessary for us to decide. It, therefore, follows that the payment 
by the plaintiff of Lang’s checks on December 3rd, 4th and 9th and the 
charging of the same to his checking account was valid. This being so, 
it is unnecessary to determine what, if any, authority the plaintiff had 
by virtue of V. S. 1947, § 5522 to pay the checks. This statute has to 
do with paying checks by a depositary within thirty days after the 
death of the maker. It should be observed that this section is included 
in the chapter of V. S. entitled “Negotiable Instruments Act.” It was 
in our statutes before the Uniform Act was adopted and was no part 
of that act. 

The plaintiff was a holder in due course for value of the defendant’s 
check, certainly, to the extent that it seeks to recover thereon of the 
defendant in this action. The judgment is supported by the findings. 

The defendant conceded in oral argument that if the plaintiff was a 
holder in due course for value his request, number 13, for a finding that 
the defendant received no cows for his check was immaterial and it was 
not error for the court to refuse it. We agree. 


This disposes of all exceptions relied upon by the defendant. There 
is no error. 
Judgment affirmed. 


Bank Receiving Note and F. H. A. Certificate As 
Holder in Due Course 





Gramatan National Bank & Trust Co. v. Moody, Supreme Judicial Court of 
Massachusetts, 94 N. E. Rep. (2d) 771 





Bank receiving note and F. H. A. Borrower’s Completion Certi- 
ficate from dealer stating construction work was fully completed 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §631. 
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could enforce instrument against owner notwithstanding owner's 
error in executing certificate. 


SPALDING, J.—This is an action of contract in which the plaintiff 
seeks to recover the unpaid balance of a note. The case was tried to 
a jury, and at the close of the evidence the plaintiff and the defendants 
presented motions for directed verdicts. The plaintiff's motion was 
denied and that of the defendants was granted, and the case comes here 
on the plaintiff's exceptions to these rulings. 


The facts, most of which were not in dispute, were these. The 
principal sum set forth in the note declared on is $551.90, payable in 
thirty-six monthly instalments of $15.33, the first instalment being due 
sixty days after the date of the note. The note, which is negotiable in 
form, calls for the payment of the entire unpaid balance if any instalment 
is not paid when due. It bears the date of August 28, 1947, and was 
given in these circumstances. On August 26, 1947, one Pease, a repre- 
sentative of Keystone Home Insulation Co., Inc., hereinafter referred 
to as Keystone, called on the defendants, who are husband and wife, 
at their home in North Amherst and entered into an agreement with 
them to have their house insulated by Keystone. In order that their 
note might be insured under the provisions of the National Housing 
Act, U.S. C. [1946 ed.] Title 12, § 1701 et seq., 12 U.S. C. A. § 1701 
et seq., both defendants at that time signed a paper entitled “FHA 
Title I Credit Application” addressed to the plaintiff, a national bank 
with a place of business in Bronxville, New York. Some of the blanks 
in the application were filled in in blue ink and others in green ink. 
The defendant Nellie Moody testified that only the former were filled 
in in her presence, and that she did not know who filled in the latter. 
No contention is made, however, that any of the information con- 
tained in the application was incorrect. Although the note bore the 
date of August 28, 1947, both defendants testified that it was executed 
on August 26, and there was no evidence to the contrary. On the latter 
date a written contract covering the work to be done and the price 
was executed by Keystone and the defendant Howard Moody. Work 
under the contract was begun on August 29, 1947, and on that day the 
attic was insulated. This was only a part of the work called for by the 
contract. At that time one of the workmen presented to Nellie Moody 
a printed form entitled “FHA Title I Borrower’s Completion Certificate” 
which she signed in pencil. When she signed it the blanks were not 
filled in and it was undated. This certificate contained a printed state- 
ment to the effect that all the work had been satisfactorily completed 
on the premises indicated in the credit application. Above the space 
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intended for the borrower’s signature appear the words in large type 
“Notice to Borrower” which are followed by these words: “Do not 
sign this Certificate until the work or the materials have been satis- 
factorily completed or delivered. The selection of a dealer, the accept- 
ance of materials used and work performed is Your responsibility. 
Neither the FHA nor the financial institution guarantee the material 
or workmanship or inspect the work performed.” The appropriate 
blanks had been filled in at the time the certificate was offered in evi- 
dence. The certificate was dated September 2, 1947. There was also 
introduced in evidence a paper entitled “FHA Title I. Dealer’s Com- 
pletion Certificate.” This was addressed to the plaintiff and was signed 
by an officer of Keystone. It was dated August 28, 1947, and recited 
that in consideration of the plaintiff’s acceptance of the defendant’s 
note “I (we) hereby certify that . .. All articles and materials con- 
tracted for have been furnished and installed and all work fully com- 
pleted . . . [at the defendants’ house] which constitutes the entire 
consideration for which the above note was executed and delivered 
by the maker.” It also certified the genuineness of the signatures of 
the borrowers on the note and on the borrower’s completion certificate, 
and that the latter was signed after the work had been fully completed. 


There was evidence that on September 2 or September 4, 1947, the 
note was indorsed in blank by Keystone and delivered to the plaintiff 
for value. Prior to the discounting of the note by the plaintiff it had 
in its possession the signed completion certificates of the borrower and 
the dealer. There was evidence that the insulation work described in 
the contract was not completed. That the defendants have paid only 
five instalments on the note, amounting in all to $76.65, is not disputed. 


No contention is made that the note in question was not negotiable, 
and the case apparently was tried below and has been argued in this 
court on the footing that the rights of the parties are to be governed 
by the law of this Commonwealth.! We shall deal with the case accord- 
ingly. The sole contention of the defendants is that the plaintiff is not 
a holder in due course because it had actual knowledge of such facts 
that its action in taking the note amounted to bad faith. G. L. (Ter. 
Ed.) c. 107, § 79. In support of this contention the defendants argue 
that the credit application was signed on the evening of August 26; 
that it could not have reached the plaintiff until August 27 and that in 
all probability, considering the distance from North Amherst to Bronx- 
ville, the plaintiff did not receive it until August 28; and that as the 


1 It has generally been held that questions arising from notes given in conjunction 
with loans insured under the National Housing Act are to be determined by State law. 
United States v. Hansett, 2 Cir.. 120 F.2d 121; United States v. Novsam Realty Corp., 
2 Cir., 125 F.2d 456; United States v. Dobbins, 5 Cir., 189 F.2d 169. 
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application recited that the “improvement planned” was insulation at 
an estimated cost of $480 the plaintiff could not in good faith accept 
on its face the statement in the dealer’s completion certificate, dated 
August 28, that the work had then been completed. And it is also 
urged that if the plaintiff had exercised good faith it would have known 
from the dealer’s certificate before September 2 or 4, when the note 
was discounted, that it was impossible for Keystone to certify truthfully 
on August 28 the genuineness of the signature on the borrower’s com- 
pletion certificate not signed until August 29 (according to Nellie 
Moody) or until September 2 (according to the face of the certificate) . 


The decisive issue, as the defendants concede, is whether or not the 
plaintiff was a holder in due course. We are of opinion that it wag 
and that the denal of its motion for a directed verdict was error. On 
this record the only possible basis for contending that Keystone’s title 
was defective within G. L. (Ter. Ed.) c. 107, § 78, is that the note was 
negotiated in “breach of faith” prior to the time intended by the parties 
when the note was made and delivered, namely, the completion of the 
work. Under section 79 “To constitute notice of an infirmity in the 
instrument or defect in the title of the person negotiating the same the 
person to whom it is negotiated must have had actual knowledge of 
the infirmity or defect, or knowledge of such facts that his action in 
taking the instrument amounted to bad faith.” Only the italicized 
portion of the statute need concern us because the evidence would not 
warrant a finding that the plaintiff had actual knowledge of any 
infirmity or defect in the note. “The rights of a holder of a negotiable 
instrument are to be determined by the simple test of honesty and 
good faith, and not by a speculative issue as to his diligence or negli- 
gence.” Macklin v. Macklin, 315 Mass. 451, 455, 53 N. E. 2d 86, 88. 
Suspicion by the plaintiff, or even reasonable cause to know, that the 
facts were not such as Keystone represented them to be was not the 
equivalent of knowledge which would show bad faith on the part of 
the plaintiff in taking the note. Reynolds v. Park Trust Co., 245 
Mass. 440, 446, 1389 N. E. 785; Russell v. Bond & Goodwin Inc., 276 
Mass. 458, 464, 177 N. E. 627. The plaintiff as the holder of a negotiable 
instrument “is deemed prima facie to be a holder in due course,” and 
the burden of establishing that Keystone’s title was defective was on 
the defendants. If they failed to sustain this burden, no burden rested 
on the plaintiff to support by evidence its prima facie case that it was 
a holder in due course. G. L. (Ter. Ed.) c. 107, § 82. Beacon Trust 
Co. v. Ryder, 273 Mass. 573, 575-576, 174 N. E. 725. We are of opinion 
that the evidence here failed to show knowledge on the part of the 
plaintiff of “such facts that ... [its] action in taking the instrument 
amounted to bad faith.” Conceding, without deciding, that the evidence 
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would warrant a finding that the plaintiff had grounds for suspecting 
that Keystone negotiated the note “in breach of faith, or under such 
circumstances as amount to a fraud” section 78—and that is the very 
most that could have been found—it would not be the equivalent of 
knowledge which would show bad faith on the part of the plaintiff in 
taking the note. Reynolds v. Park Trust Co., 245 Mass. 440, 446, 139 
N. E. 785; Russell v. Bond & Goodwin Inc., 276 Mass. 458, 464, 177 
N. E. 627; Standard Acceptance Corp. v. Chapin, 277 Mass. 278, 282, 
178 N. E. 538. 


It follows that the plaintiff's exceptions are sustained and judgment 
is to be entered for the plaintiff. 


So ordered. 


This decision should be compared with another recent case, Davis 
v. Commercial Credit Corp., Appellate Court of Ohio, 94 N. E. Rep. 
(2d) 710, where a finance company was held not to be a holder in due 
course. The court here said in part: 


Appellant contends that under Section 8157, General Code, and 
the evidence in this case it is entitled to be regarded as a holder in due 
course, on the theory that it took the note in good faith and for value, 
without notice of infirmity or defect in the title of Black. We have 
hereinbefore stated the factual situation as to this knowledge. 


But the legal proposition is answered by Section 8161, General Code, 
which is: “To constitute notice of an infirmity in the instrument or 
defect in the title of the person negotiating it, the person to whom it is 
negotiated must have had actual knowledge of the infirmity or defect, 
or knowlege of such facts that his action in taking the instrument 
amounted to bad faith.” 


Under the facts shown by the record and which we have epitomized 
in this opinion, the appellant must be held to have had actual knowledge, 
such that its action in taking the instrument amounted to bad faith, 
and consequently it cannot claim the benefit of the due-course statute, 
Section 8157, General Code. 


While it is common knowledge that in recent years there has been 
a tremendous amount of transactions similar to this one throughout 
the United States, there has so far been a dearth of authority controlling 
the proposition under such facts. 


The nearest approach to it which we have found or which has been 
suggested by counsel is that in the case of Commercial Credit Co. v. 
Childs, 199 Ark. 1073, 187 S. W. 2d 260, 128 A. L. R. 726, the first 
paragraph of the A. L. R. headnotes of which is: “1. A finance company 
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which had prepared and delivered to an automobile dealer forms of 
notes and conditional sales contracts bearing a printed form of assign- 
ment to itself, and which, on the day of the sale of a car by the dealer, 
took an assignment of the sales contract and purchaser’s note, is to be 
regarded as a party to the transaction against whom the defense of 
fraud and misrepresentation may be made, rather than as an innocent 
purchaser for value before maturity.” 


Certainly, this was a magnificent setup for the appellant: A piece 
of work worth, according to some of the evidence, $390, but in any 
event not much more than that, with a note given in advance of the 
work for $1,040, with added carrying charges to the extent of $155.79, 
with a guarantee by FHA if there should be default by the makers of 
the note and if the corporation should have advanced too much money. 


To claim good faith under such a situation seems to us to pass the 
bounds of all hope of any belief. 


Here, in brief, is a situation wherein a so-called “fly by night” con- 
tractor, doing inferior work, conspired with a credit corporation to take 
his paper for the purpose of collecting its full face, on the theory that 
the corporation was a holder in due course. 


Bank Accelerating Maturity of Note Could Defeat 
Garnishment Against Funds of Maker 





Machleder v. Dembo, City Court of New York, 100 N. Y. Supp. (2d) 972 





Funds of judgment debtor in hands of bank were not subject 
to garnishment where bank as payee of note executed by judgment 
debtor accelerated maturity of note pursuant to provision in the 

_ note and applied against it the funds of the judgment debtor. 
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SPECTOR, J.—Motion to direct third party, Manufacturers Trust 
Company, pursuant to Sec. 794, Civil Practical Act, to pay to the 
judgment creditor the sum of $134.39, the amount on deposit in the 
account of the judgment debtor at the time of the service of the third 
party subpoena. The third party resists the judgment creditor’s appli- 
cation on the ground that it applied the aforesaid sum of $134.39, in 
the judgment debtor’s account on account of a note in the face amount 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §105. 
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of $420 made by the judgment debtor. The note itself provides, inter 
alia, that, in the event of entry of a judgment against the maker 
(judgment debtor herein), it shall become due immediately, without 
notice or demand and that the third party shall have a continuing lien, 
as collateral security for the payment of the note, upon all deposits to 
the credit of the judgment debtor. The third party’s action is fully 
justified by reason of the language contained in the note, see Beverwyck 
Breweries v. Adelsberg, 164 Misc. 38, 298 N. Y. S. 47. 
Motion denied. 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 


Gift to Widow of Son Did Not Include Deceased’s Son’s 
Second Wife 


Hill v. Aldrich, Massachusetts Supreme Judicial Court, January 3, 1951 


Testatrix gave property to trustees: 


“as one trust fund until the death of the last survivor of such of my 
children, grandchildren and any widow of my son, surviving him, as shall 
be living at my decease, and to pay over the net annual income thereof 
in equal shares to my three children for and during their natural lifes; 
and after the deceased of any child . . . to pay over to the husband or 
widow of such child, if a husband, twenty-five thousand dollars from 
the principal, and if a widow, an annuity of six thousand dollars for and 
during her natural life from the net annual income of said trust fund. . .” 

The will was executed in 1915 when testatrix’s son was married to 
Astrid. Testatrix died in 1920. In 1930 David, then a widower, married 
Hilda, who claimed the annuity under the foregoing provision. The 
court held that the “widow” provision contemplated a particular person 
(Astrid) and therefore determined that the second wife, Hilda, was not 
entitled to an annuity. 


Gift of “Securities” May Embrace More Than You Think 


Estate of Grumbacher, N. Y. Surrogates Court, 124 N. Y. L. J. 1670 


Suppose you were executor under a will containing the following 
provision: 

“All stocks, bonds, and other securities owned by me at my death 
whether registered in my name or not [I give to Richard Roe].” 

And suppose your inventory showed numerous stocks, bonds, various 
secured and unsecured notes including a note and mortgage on real 
property. Would you have thought that Roe was entitled to the note 
and mortgage or would you have distributed it to the residuary legatees? 
If you would have done the latter you would have been wrong under 
the holding of the reported case. 
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Heir Denied Right to Partition Where Executor Given 
Power of Sale 


Stooksbury v. Pratt, Tennessee Supreme Court 


Testator nominated an executor and provided: 

“T direct my executor to sell all of my real and personal property, 
at public or private sale as he may think best, and after paying all of 
my just debts, I direct that he pay the balance in my estate to my 
children, share and share alike.” 

A statute giving any tenant in common of an estate in land the right 
to maintain a suit for partition did not give a beneficiary of the will the 
right to maintain such a suit and decedent’s provision for an inexpensive 
and expedient method of selling his prevailed. 


Validity of Devise to The United States 


Hindman v. United States, Oregon Supreme Court, 51 Oregon Advance 
Sheets 103 


The United States was held competent to take property by devise in 
Oregon since there was no Oregon statute prohibiting a state to receive 


property by will. 


Effect of Waiver by Issue of Rights Under Statutory Limitation 
on Charitable Bequests 


Deed v. Deeds, Ohio Probate Court. 


An Ohio statute provides that when a testator dies leaving issue, 
charitable gifts made in his will are invalid unless the will was executed 
at least a year prior to the death of the testator. Where the issue of the 
testator waived their rights under the statute the court held that char- 
itable gifts made by the testator were valid. 


Rights of Widow: Effect of Mail Order Divorce 


In re Chomsky, N. Y. Surrogate’s Court, 124 N. Y. L. J. 941 


The petitioner who had obtained a Mexican “mail order” divorce 
from decedent claimed her widow’s share in decedent’s estate and an 
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appointment as administratrix on the theory that ‘the “decree of the 
Mexican court was void since neither party had appeared. The court 
held that although the divorce was void petitioner was barred by the 
decree from asserting her widow’s right. 


Proceeds of Policy Paid to Bank Held as Collateral Security 
for Debts of Decedent 


In re White, N. Y. Surrogates Court, June 29, 1950 


Prior to death decedent an insured deposited two policies upon his 
life with a bank as collateral security for a loan. On insured’s death 
insured paid banker insured’s outstanding indebtedness and paid the 
remainder of the policies to the beneficiaries. The beneficiaries of the 
policies then sued decedent’s executor for the amount on decedent’s in- 
debtedness at death to banker. The court held for the beneficiaries on 
the ground that they were subrogated to the rights of the bank to the 
extent of the deduction from the policy proceeds. 


Gift to Children Held to Include Adopted Child 


Mesecher v. Leir, lowa Supreme Court, 73/47,632 


Testator made a gift to such children of his aunt as may be living 
at the time of his death. The aunt had two natural children and one 
adopted child. The court held that the adopted child was entitled to 
take since the adoption had taken place prior to the execution of the 
will and since the testator had known of the adoption. 


Executrix Not Entitled to Jury Trial on Claim Against Estate 


In re Bragdon, New York Surrogate’s Court, 124 N. Y. L. J. 1474 


An executrix asserted a claim against the estate of her testator and 
filed a demand for jury trial. The court found that the executrix knew 
of the claim at the time she qualified to administer the estate. It was 
held that her acceptance of the office was a waiver of her right to 
otherwise sue in a court of law. 
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Will Invalid Where Testatrix Failed to Request Attestation 


In re Mullenhoff, N. Y. Surrogate’s Court, 124 N. Y. L. J. 1743 


Admission of a will to probate was objected -to on the ground that 
the witnesses to the will had not been requested to act as such by the 
testatrix as required by the statute. It appeared that after signing the 
instrument the testatrix laid it down on the table and the witnesses 
placed their signatures thereon. The court denied probate to the will 
on the ground of there being no actual or implied request made by the 
testatrix to the witnesses to sign the instrument. 


Liability of Surety Assuming Joint Control of Trust 


Chisolm v. House, U. S. Court of Appeals, Tenth Circuit, No. 3996 


A surety executing bond guaranteeing faithful performance of trust 
by the trustees and assuming joint control of the trust corpus was liable 
to the beneficiaries for losses resulting from imprudent loans and from 
excessive attorney’s fees. 


Bank Forced to Pay Twice Where Original Disbursement Made 
Pursuant to Invalid Probate Order 


Larramore v. Larramore, Florida Supreme Court, December 22, 1950 


County Judge ordered deceased’s assets to be paid without adminis- 
tration to person falsely representing herself to be the wife of deceased. 
Under the statue the assets of the estate exceeded the permissible value 
for “no administration orders.” Bank paying deceased’s assets to alleged 
widow pursuant to the invalid “no administration order” was not pro- 
tected by the order and was held accountable to the estate for the funds. 


Action for Breach of Trust Not Barred by Intermediate 
Accounting Decree 


Liberty Title and Trust Co. v. Plews, New Jersey Supreme Court, No. A-15 


Notwithstanding intermediate accounting decree of thirteen years’ 
standing beneficiary could surcharge trustee for breach of trust where 
trustee failed to disclose facts from which nature of acts could be deter- 
mined by beneficiary or court. 





TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes on trusts, 
estates and gifts 


Bank’s Time Deposits Not Borrowed Capital For Excess 
Profit Tax Credit 


Ames Trust and Savings Bank v. Commissioner, U. S. Court of Appeals, 
Eight Circuit No. 14,082 
A state bank of Iowa accepted time deposits, for periods of six or 
twelve months in the following form: 
“Certificate of Deposit 
Ames Trust and Savings Bank 


payable to the order of 
funds on the return of this Certificate properly endorsed 


months after date with interest at the 
per cent per annum. 
No interest after maturity 
Not subject to check 


Cashier 

In its tax return for 1943 and 1944 the bank treated these deposits 
and certificates as constituting borrowed capital for the purpose of com- 
puting excess profits credits. The treasury regulation provides: 

“Borrowed capital does not include indebtedness incurred by a bank 
arising out of the receipt of a deposit and evidenced, for example, by a 
certificate of deposit, a passbook, a cashier’s check, or a certified check.” 

The Tax Court held for banker construing the regulation to refer to 
demand deposit. The Court of Appeals reversed the Tax Court, saying 
in part: 

“Nor is the distinction which the Tax Court made between time cer- 
tificates and demand certificates as reflecting obligations of different type 
or effect one that has any other recognized basis of support, either in 
banking law or banking concept. Legally, deposits on time certificates 
constitute a part of the deposit liability of a bank, just as much as those 
on demand certificates or in general checking accounts, and are regulated 
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as such. . . . And in business operation, time certificates equally with 
demand certificates are carried on the books and statements of a bank as 
deposit liabilities, in distinction from borrowings and other obligations. 
. . . Also, such certificates of a bank are treated the same as its demand 
certificates are, for purposes of deposit protection by the Federal Deposit 
Insurance Corporation. . . . Certainly there is no intent on the part of 
an ordinary depositor to make a general loan to the bank. Nor is a bank 
permitted to deal with deposits as general loans, for the law, through 
legislative or administrative regulation, imposes limitations upon the 
manner and extent of the use of such funds, different from those on 
capital investment or borrowing. . . .” 


Income Tax: Annuities Taxable to Trust or Guardianship Estate 


Estate of Peck, United States Tax Court, 15 T. C. No. 102 


George Peck purchased 14 annuity contracts for the benefit of cer- 
tain incompetent persons. Prior to his death Peck endorsed the contracts 
as payable to “trustees” after his death. After Peck’s death the ques- 
tion arose whether income from the annuities were taxable to the 
“trustees” named by Peck or to the guardianship estate of the incom- 
petents. The court held that no trust had been created. Therefore the 
annuity payments were not taxable as trust income under I. R. C., 
§ 161 (a) but to the guardianship estates. 


Income Tax: Received by Bank on Redemption of Bonds 
Held Ordinary Income 


First National Bank of Lawrence County v. Commissioner, U. S. Tax Court, 
16 T. C. No. 20 


Prior to the taxable year banker had charged off with tax benefit 
certain corporate bonds held by it. In the taxable year the bonds were 
redeemed and banker recovered more than its basis on the bonds. 

Section 117(f) I. R. C., provides: 


“Retirement of Bonds, etc— For the purposes of this chapter, 
amounts received by the holder upon the retirement of bonds, deben- 
tures, notes, or certificates or other evidences of indebtedness issued by 
any corporation (including those issued by a government or political 
subdivision thereof), with interest coupons or in registered form shall 
be considered as amounts received in exchange thereof.” 
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The court held that notwithstanding this section Congress has shown 
an intention to place banks in a special class with respect to income 
deductions under I. R. C. 117(i) and that therefore the amounts received 
by banker on redemption was taxable as ordinary income although re- 
covery in excess of basis would be treated as capital gain. 


Gift Tax: Transfer in Trust Pursuant to Separation Agreement 


McMurtry v. Commissioner, U. S. Tax Court 16 T. C. No. 23 


The instant case presents another object lesson for draftsmen of 
separation agreements and property settlements in connection therewith. 


By virtue of the Supreme Court’s decisions in Merrill v. Fahs, 324 
U. S. 308, and Commissioner v. Wemyss, 324 U. S. 303, it has been well 
established that a promise or agreement in an antenuptial property 
settlement to release marital property rights is not adequate and full 
consideration in money or money’s worth for the transfer of property 
within the meaning of section 1002 of the Internal Revenue Code so that 
such a transfer is taxable as a gift. 


In the recent Supreme Court decision of Harris v. Commissioner, 


U. S. (Nov. 27, 1950), the Court held that a transfer of property to a 
husband was not taxable as a gift since the effective operation of the 
property settlement was subject to a condition precedent of the entry 
of a divorce decree. 


In the present case petitioner made a transfer in trust for the benefit 
of his wife pursuant to a separation agreement which was not dependent 
on the entry of a divorce decree. Moreover the divorce decree failed 
to provide for alimony and made no mention of the separation agreement. 
The court therefore held the transfer a taxable gift to the extent it was 
made for the release of his wife’s martial rights. 


Estate Tax: Payments from Stock Exchange Gratuity Fund 
Held Taxable Insurance 


Edmonds v. Commissioner, U. S. Tax Court, 16 T. C. No. 14 


Decedent was a member of the New York Stock Exchange. The 
members were required to pay $15 to trustees of the Gratuity Fund on 
admission to the exchange and $15 on the death of any member. A pay- 
ment by the Fund of $20.000 on decedent’s death to his widow and 
children was held to constitute taxable insurance proceeds for estate 
tax purposes. 
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Estate Tax: Includible Value of Insurance Policy Not Diminished 
By Premium Payment by Wife of Insured 


Emil M. Goldblatt v. Commissioner, U. S. Tax Court, 16 T. C. No. 27 


In 1934 decedent purchased a single premium life insurance policy 
for a premium of $15,000 of which decedent’s wife paid $3,000. On his 
death decedent possessed all the incidents of ownership on the policy. 
The court held that the payment of the one-fifth premium on the policy 
by the wife does not reduce the value of the policy includible in de- 
cedent’s estate for federal estate tax purposes. 


Income Tax: Proceeds of Insurance Policy Received by Bank 


Federal National Bank of Shawnee v. Commissioner, U. S. Tax Court, 
16 T. C. No. 8 


Banker received proceeds of insurance policy which it had pre- 
viously held as collateral security for a debt. The court held the pro- 
ceeds, less consideration paid (cash surrender value of policy at time 
of transfer plus premiums later paid by taxpayer) and less costs of 


collection of proceeds, as income taxable to banker. 


Estate Tax: Dividends Declared But Not Paid Prior to 
Decedent’s Death 


Estate of Coffin, U. S. Tax Court, 9 T. C. M. Docket No. 21862 


Decedent owned stock on which a dividend had been declared but 
not paid at the time of his death. The amount of the dividend was held 
includible in decedent’s gross estate for estate tax purposes. 


Income Tax: Corpus of Short Term Compensation Trust Taxable 
to Beneficiary in Year of Creation 


E. T. Sproull v. Commissioner, U. S. Tax Court, 16 T. C. No. 32 


A corporation paid to a trustee in 1945 $10.000 as compensation for 
past services rendered by taxpayer. The trustee was directed to hold. 
invest and pay over this sum to taxpayer in 1946 and 1947. Held. 
although taxpayer could not reach the proceeds in 1945 the entire fund 
was taxable to him in that year. 





INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 


Trust Investments 
and Inflation 


PEAKING before the Mid- 
Winter Trust Conference of the 
American Bankers Association, 
Professor Marcus Nadler of New 
York University made some timely 
and pertinent observations on the 
problem of investing trust funds 
during the current emergency. Ac- 
cording to Professor Nadler, “there 
is no reason to run away from the 
dollar and to abandon entirely the 
policy of investing in high-grade 
bonds.” He voices this conclusion 
despite the great inflationary pres- 
sures in the economy, the fact that 
certain groups refuse to carry a fair 
share of the increased burden of 
armaments, as well as the ensuing 
decline in the standard of living. 
For unless a global war develops 
(in which case no one can even im- 
agine what the consequences will 
be), he points out, commodity 
prices should not increase ma- 
terially from the present level. 
The New York University econ- 
omist bases his conclusion with re- 
spect to the commodity price level 
on the following factors: 


1—The national productive ca- 
pacity is great and will expand con- 
siderably during 1951 and the 
years following. Under present in- 
dications, it is not likely that over 
25 per cent of the gross national 
product will be absorbed by the 
armament effort. Therefore, the 


supply of goods and services avail- 
able for civilian consumption 
should be larger than during any 
previous period, with the exception 
of 1948 to 1950. 

2—Additional taxes will be im- 
posed on top of the prevailing 
heavy tax burden, Such taxation 
will siphon off a portion of the ex- 
cess purchasing power generated 
by the rearmament program. And 
the stiffer the taxes on the entire 
population, the smaller the danger 
of inflation. 


3—Compared to the country as 
a whole, there will be a greater de- 
cline in the standard of living of 
those people whose income is more 
or less fixed. This decline in the 
standard of living will be felt par- 
ticularly by those whose income is 
not tied to changes in the cost of 
living, or to parity supports by the 
Federal Government. The de- 
creased purchasing power of these 
groups will soon be manifest and 
felt in the markets. 


4—It is likely that, in the not- 
distant future, additional restric- 
tions on the use of bank credit will 
be imposed on those already in 
effect. Apparently, monetary au- 
thorities are firmly determined to 
prevent a further material increase 
in the volume of bank credit. The 
process of inflation cannot go very 
far without an expansion of the 
means of payment. It is more than 
likely that the credit policies 
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adopted during the present emer- 
gency will differ from those fol- 
lowed in the early stages of World 
War II. Furthermore, there no 
longer exists the fetish about 
pegging short-term interest rates 
that existed during the last war. 

5—Controls over production, 
distribution, prices and wages have 
been imposed. While it is true that 
enforcement of these controls will 
not be easy in a semi-war economy, 
nevertheless every thinking man 
realizes that, unless spending is 
curbed, the rising spiral of prices 
and wages can bring untold harm 
to the economy. 

To sum up, while new and pro- 
nounced inflationary forces will be 
generated by the rearmament pro- 
gram, the decline in the purchasing 
power of the dollar during 1951 will 
not be as sharp as during 1950. 
Under these circumstances, there- 
fore, the trust officer is still war- 
ranted in retaining good bonds and 
making additional commitments. 
Professor Nadler feels that, under 
present conditions, it might be ad- 
visable to increase the proportion 
of equities as compared with bonds. 
However, he notes that a substan- 
tial percentage of bonds, whether 
it be 40 per cent or 60 per cent, 
should always be maintained. 

With respect to the problem of 
investing a larger portion of the 
corpus of a trust fund in equities 
than formerly, Professor Nadler 
directs attention to the following 
points. Although equities are a 
better hedge than bonds against in- 
flation, the former are far from a 
perfect hedge — especially over the 
short run. For example, equities 
declined in price during 1947 and 
1948, despite rising commodity 
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prices. The problem that confronts 
the trust officer right now is 
whether he should try to protect 
principal or income against the in- 
crease in the cost of living. 

Professor Nadler observes that it 
is easier and much safer to protect 
income than principal. Under pre- 
vailing conditions, and even giving 
consideration to the increase in 
taxes that has and will continue to 
take place, the return on sound 
equities will be substantially higher 
than on high-grade bonds. By 
shifting a portion of the portfolio 
from bonds to sound equities, in- 
come can be increased. This com- 
pensates the beneficiary, at least in 
part, for the decline in the purchas- 
ing power of the currency. How- 
ever, to protect or increase income, 
the trust officer may invest in se- 
curities which are not usually re- 
garded as hedges against inflation. 
Utility securities present a case in 
point. 

But when the trust officer tries 
to hedge against loss of principal, 
an entirely different problem arises. 
Pursuance of this aim involves an 
expectation that the price of the 
equity will show an increase at 
least commensurate with the de- 
cline in the purchasing power of 
the dollar. “Protection of princi- 
pal,” it is observed, “is fraught 
with many dangers, particularly at 
a time when economic visibility is 
very low and psychological factors 
play perhaps a more important role 
in the securities market than basic 
economic forces.” 


“Tt is unwise,” declares Professor 
Nadler, “to invest exclusively in 
equities considered by the general 
public as inflation hedges. As a 
rule, equities regarded as hedges 
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against inflation represent owner- 
ship of raw materials above or be- 
low the ground. In buying such 
equities, the investor believes he is 
actually buying commodities, usu- 
ally at a substantial discount. Such 
equities, however, particularly 
under the present highly uncertain 
political and economic conditions, 
can be rather vulnerable. The in- 
ternational political situation may 
take a turn for the better. The fear 
of inflation may subside; and since 
prices of anti-inflation stocks have 
increased considerably, they could 
witness a sharp decline should the 
world political picture improve and 
the fear of war be removed.” 


On the other hand, also con- 
sidered is the possibility that the 
war situation might become more 
serious. But in such event, it is 
remarked, most of these companies 
would find themselves working pri- 
marily for the Government. Well 
known is the fact that profits on 
government contracts are small 
and subject to _ renegotiation. 
Therefore, in the event of serious 
inflation which would drastically 
reduce the value of the people’s 
savings, it is not reasonable to as- 
sume that Congress would sit idly 
by and allow one group to benefit 
at the expense of others. 


Under present highly uncertain 
economic and political conditions, 
reasonable judgment dictates that 
the trust company should invest in 
equities of sound corporations 
which have demonstrated good 
earnings and dividend records, 
which produce commodities needed 
in peacetime and in war as well as a 
semi-war economy, and which are 
ably managed. And while some of 
these companies are not regarded 
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as anti-inflation hedges, they may, 
in the long run, do as well, if not 
better than, equities whose high 
price today is predicated entirely 
on their anti-inflation characteris- 
tics. Therefore, diversification of 
risk — which means diversification 
of securities —is a sound policy to 
follow in highly abnormal as well 
as normal times. 


Here are the final conclusions 
which Professor Nadler offers. 
“The present highly abnormal 
economic and political conditions 
make the task of a trust company 
investment officer exceedingly diffi- 
cult. But in spite of these difficul- 
ties, it is not advisable to do 
nothing and merely endeavor to 
protect principal through the ac- 
quisition of high-grade bonds. So 
far as possible, the effort must be 
made to protect both income and 
principal from the decline in the 
purchasing power of the dollar. 


“Protection of income is rela- 
tively easy. It involves the shift- 
ing of a portion of the bond port- 
folio into equities. These need not 
be anti-inflation stocks. In fact, to 
a considerable extent they will con- 
sist of equities generally not con- 
sidered anti-inflation stocks and 
hence avoided by those endeavor- 
ing to hedge against inflation. 
Dividends paid by their companies 
should be satisfactory unless, of 
course, corporate taxes are much 
higher than is envisaged at present. 


“Protection of principal is much 


more difficult. This involves not 
merely the selection of the security, 
but also the correct timing. In 
timing purchases, the trust officer 
must take into consideration the 
fact that net earnings of corpora- 
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tions after taxes in 1951 are bound 
to be smaller than in 1950; also, 
that it is not yet known how the 
various controls will affect indi- 
vidual companies, Selection of se- 
curities should be based not merely 
on the aim to acquire equities gen- 
erally considered  anti-inflation 
stocks. Equities of corporations 
which have demonstrated, over a 
period of years, sound manage- 
ment and dividend policies and a 
good earning record are still to be 
preferred to all others. 


“The trust officer will not be able 
to do the impossible. He cannot 
rely entirely on reasonable judg- 
ment, because conditions are so un- 
certain and so many unforeseen 
events may occur which may con- 
siderably alter the outlook. By 
following a conservative policy, 
however, and by diversifying be- 
tween stocks and bonds, a fair de- 
gree of safety can be maintained, 
income can be increased, and at 
least some protection of principal 
against the decline in the purchas- 
ing power of the dollar can be 
achieved.” 


Inflation Taxes 
and Treasury Finance 


A single decision or event is most 
unlikely to precipitate an inflation, 
states a recent bulletin of Aubrey 
G. Lanston & Co. Inc., United 
States Government bond special- 


ists. However, a large Treasury 
cash deficit will come the closest 
to doing so, although other impor- 
tant considerations also complicate 
the problem. 


If we do have cash deficits, how 
large will they be? Can they be 
financed, on the basis of permanent 
investment, outside of the banks? 
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What will be the character of 
future tax increases, and what im- 
pact will they have on business 
production and incentives? As a 
consequence of the tax structure, 
will business be more or less com- 
pelled to borrow, or will it be able 
to meet its needs through retained 
earnings and new equity capital? 
Will future taxes be efficient in 
reducing consumer spending? 


Our movement toward, or pro- 
tection from, further inflation will 
depend on the manner in which we 
deal with the above, as well as a 
host of other matters. Neverthe- 
less, it is emphasized, the best 
single bulwark against inflation is 
the achievement of a sound pay- 
as-you-go_ relationship between 
Treasury cash expenditures and 
receipts. 


Common Stocks As 
Trust Investments 

Roger F. Murray, vice-president 
of the Bankers Trust Company of 
New York, observes that expansion 
of common stock commitments for 
the sole purpose of protecting pur- 
chasing power is, by itself, uncon- 
vincing. For while it is true that 
common stocks provide some de- 
gree of protection to purchasing 
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power, they are also apt to suffer 
from a squeeze on corporate profit 
margins. And this is particularly 
true in an atmosphere which is 
highly critical of corporations and 
any efforts they may make to pass 
along higher wages and material 
costs to consumers. 

Perhaps the best reason for own- 
ing more common stocks than in 
the past, states Mr. Murray, is the 
rate of return differential in favor 
of equities as compared with bonds 
and real estate mortgages. As- 
sumed, of course, is the fundamen- 
tal promise that the favorable rate 
of return on common stocks will 
be maintained. Important, there- 
fore, is the selection of good quality 
issues; otherwise, since high rates of 
return are characteristically asso- 
ciated with a high degree of risk 
and lack of confidence in their con- 
tinuity, common stock purchases 
may be properly criticized on the 
grounds that they must involve 
substantial risk. Unquestionably, 
remarks Mr. Murray, there is 
something to the argument for buy- 
ing common stocks to alleviate de- 
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preciation in the purchasing power 
of the income from a trust fund. 
Nevertheless, he notes, “there is an 
important matter of timing in- 
volved, dividends are bound to 
vary, and common stocks have 
their special problems in an infla- 
tion period. Fundamentally, how- 
ever, common stocks earn an 
important place in trust investment 
by paying a better rate of return 
over a period of years.” 

Mr. Murray summarizes the case 
for common stocks as follows: “A 
trustee can reasonably invest a 
sizable portion of a fund in common 
stocks in order to provide a liberal 
current and prospective income, 
provided adequate care is taken in 
selection and supervision. The 
capital so invested should be re- 
garded as frozen and the stocks as 
the least liquid asset held, since 
there is no way of determining what 
they will bring at any future known 
or unknown date. The require- 
ments for liquidity and for stability 
of income in any individual account 
will determine the extent to which 
stocks may suitably be employed.” 
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The optimism of the business 
community following World War 
II was reflected in new capital 
flotations for the post-war years 
1945 through June, 1950. With 


the close of the conflict and the 
dissipation of early fears of a 
depression, the business world’s 
expansion was encouraged by the 


accumulated backlog of consumer 
demand. So great was the op- 
timism of the industrial community 
that it considered it economically 
feasible to build up its plant and 
equipment. The extent of this 
optimism is evident in the accom- 
panying table showing the volume 
of private capital flotations since 
1940. The table shown on page 195 
adequately illustrates the boom in 
the new issue market which got 
under way when the war ended. 
The data set forth indicates that 
private investment, in line with 
business activity, slumped slightly 
in 1949. However, the economic 
improvement in the first part of 
1950 saw investment activity ad- 
vance to a new post-war high. 


What will be the consequences 
of the current defense program of 


194 


the National Government? During 
World War II the cooperation of 
the capital market in restraining 
new issues, in view of the necessi- 
ties of government financing, is 
self-evident. Of course, industry 
was buoyed up by governmental 
loans and grants, but the market 
was freed for large scale absorption 
of federal securities. Now, under 
the pressure of the Government’s 
growing needs for new capital to 
expand its Atlantic and Pacific 
bastions of defense, private flota- 
tions may again be curtailed, 
although capital outlays are cur- 
rently continuing at a high level. 


While the new capital market 
has been actively engaged in fi- 
nancing private industry since 
1945 and will be busy with the 
task of fulfilling the Government’s 
needs in the immediate future, 
what lies ahead, for example, 
should Russia realize that a period 
of peace is in its own interest? 
Whenever we revert to a peace- 
time economy—after or without a 
new conflict—the business outlook 
will depend on the future prospects 
of industry in the light of con- 
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sumer demand. It will have to be 
realistically geared to anticipated 
markets. And if it were based 
largely on nonexistent buying 
capacity, instability would result 
until a balance was established 
between production and consump- 
tion. In this connection, we have 
an object lesson in the post-Civil 
War depression of 1873-1879, the 
first great national industrial 


slump. 


PRIVATE CAPITAL 
FLOTATIONS 
(Millions of 
Dollars) 
4,806 
5,546 
2,115 
2,228 
4,296 
8,046 
8,728 
9,753 
10,166 
9,550 
6,091 


1940 
1941 
1942 
1943 
1944 
1945 
1946 
1947 
1948 
1949 
First half of 1950 


Source: Standard and Poor’s Trade and 
Securities Statistics, Banking and Finance 
1949-1950. 


Between 1865 and 1873, the 
northern capitalists and free farm- 
ers enjoyed a period of great 
prosperity. Both agricultural and 
industrial output experienced a 
rapid growth. Investment in rail 
transportation facilities was an 
especially important barometer of 
the expanding American economy. 
Almost 8,000 miles of new track 
were laid between 1865 and 1869. 
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While the national economic 
picture looked bright during the 
post-Civil War era, disturbing 
elements threatened continued 
capital investment. The wage 
earner suffered from an inflated 
price level. Nothwithstanding a 
wage increase of 60 per cent, the 
issuance of irredeemable paper 
money had caused real wages to 
decline. 

Thus, while the nation’s growing 
population extended the area under 
cultivation and created a need for 
greater railroad mileage, it did not 
warrant the terrific expansion of 
railroad facilities that the then cur- 
rent prosperity stimulated. Rail- 
road building had become the 
order of the day; 30,000 miles of 
track were constructed between 
1867 and 1873. 

Jay Cooke, a leading railroad 
financier of the day, was one of the 
many optimists who did not prop- 
erly gauge the nation’s capacity to 
absorb new investment facilities. 
As a result, far too much of the 
country’s circulating capital was 
converted into fixed capital and 
was tied up, in excessive amount, 
in temporarily unprofitable busi- 
ness ventures. For the railroads to 
become money makers, markets 
had to expand; in other words the 
railroads were overbuilt and over- 
capitalized. 

The post-Civil War boom was 
rudely interrupted in the Fall of 
1873. Overbuilt western railroad 


-systems had to wait upon western 


economic development. Business 
caution then became the order of 
the day. Banks and other in- 
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vestors would lend only to good 
risks. The fond expectations of a 
resumption in the business up- 
swing by the Spring of 1874 did 
not materialize. Here, it is worthy 
of note that the bright optimism 
born of the boom years (and 
usually permeating the business 
community in every prosperity 
period) was unwarranted. The 
slump did not give way to an up- 
swing. 

Capital sought liquidity as the 
failure of business to recover dis- 
appointed the community. The 
disorganized state of railroad fi- 
nances induced capital conserva- 
tion, emphasizing security first and 
profit second. Government bonds 
became the preferred outlet for in- 
vestable funds. Business recovery 
had to wait until 1879 when 
increasing population in the west- 
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ern territories and traffic in farm 
products began to catch up with 
the overextended railroad mileage. 

The years 1865-1879, covering, 
as they do, a period of boom and 
depression, direct attention to the 
dangers of a temporarily over- 
expanded business structure. It 
raises a question as to whether the 
current expansion may not lead to 
a too rapid growth of productive 
facilities, whose output may not 
find a ready market in more 
“normal” times. For when con- 
sumptive capacity fails to keep 
pace with the nation’s productive 
output, an economic storm is 
brewing. This is one of the major 
readjustment problems that will 
face our industrialists in some 
future period when “peace” be- 
comes an actuality rather than an 
illusion. 
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“Is it too late, Doctor?” 


Fortunately, it’s not too late for more 
and more Americans who are going to 
their doctors in time ... at the first sign 
of any one of the seven danger signals 
which may mean cancer: (1) any sore 
that does not heal (2) a lump or thick- 
ening, in the breast or elsewhere (3) 
unusual bleeding or discharge (4) any 
change in a wart or mole (5) persistent 
indigestion or difficulty in swallowing 
(6) persistent hoarseness or cough (7 ) 
any change in normal bowel habits. 








By showing Americans what they can 
do to protect themselves and_ their 
families against cancer, the American 
Cancer Society is saving thousands of 
lives today. By supporting science and 
medicine in the search for the causes 
and cures of cancer, the Society hopes 
to save countless more tomorrow. To 
guard yourself, and those you love, 
against cancer, call the nearest office of 
the American Cancer Society or ad- 
dress your inquiry to “Cancer” in care 
of your local Post Office. 


American Cancer Society 


sending him to medical school.” 

















"The bonds we bought for our country’s defense 


are helping our boy become a doctor! 


HOW U. S. SAVINGS BONDS ARE PAYING OFF 


FOR JOHN AND HELEN DALY 
OF STOCKTON, CALIFORNIA 


“Jimmy was 13 when I signed 
up for the Payroll Savings 
Plan at the Stockton Naval 
Supply Annex,” says Mrs. 
Daly. “Today, bonds are 


“We've saved $3,550. Since John has 
his phonograph business I can put 
over 25% of my salary into Payroll 
Savings. It’s a wonderful plan!”’ 
























“A $100 bond is put aside each month 
toward Jim’s education. He’s at 





the University of Santa Clara now 
and bonds will see him through.” 


The Dalys' story can be your story, too! 


you work or the Bond-A-Month 
Plan where you bank. Even very 
small sums, saved systematically 
through these plans, will provide 
the cash reserve you need to make 
your dreams come true! 


Here’s how you can turn your 
plans into reality, just as the 
Dalys did. Today—start a safe, 
sure saving program by signing 
up for U.S. Savings Bonds through 
the Payroll Savings Plan where 


FOR YOUR SECURITY, AND YOUR COUNTRY’S TOO, SAVE NOW— 
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THROUGH REGULAR PURCHASE OF U. S. SAVINGS BONDS! 
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